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DEDICATION

Dedicated to the nationals of the 29 countries in the Europe and Eurasia region who over more
than 20 years became our friendsyaarkers, counterparts, and partners in what miggit be

the greatest political and economic transition in modern histéygnK you for the manner in

which you receivethe assistancéatthe American peoplsought to giveand thank youdr

what you gavéo us in return. Togetherewvere able teear down a wallassist in your historic
economic and political transformatignocessandcreatgointly the institutional, legal and
regulatory frameworkghat underpin a market econonfisgm independent central banks to
advocates for business interests; from high value agriculture to increasitaugasm; from

sound pension selmes to inclusive economic opportunity. Together, we are traveling the path
toward competitive markets and individual fulfillment.

ARGener al Secretary Gor be
prosperity for the Soviet Union and Eastern Europe,
if you seek liberalization,come here to this gate.

AMr. Gorbachev, open thi

Mr . Gor bachev, t ear do\

1]

Delivered June 12, 1987 by Ronald Reagan from
Brandenburg Gate.
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AA society in which individuals have freedom of economic
choice, freedom to own theneans of production, freedom to
compete in the market place, freedom to take economic risk fo
profit and freedom to receive and retain the rewards of
economic decisions is a fundamental objective of the A.1.D.
program in less developed countries. Such@ivate enterprise
economy is held to be the most efficient means of achieving
broad-based economic development. Private enterprises that
respond to profitable opportunities in a free market produce
jobs, managerial skills and economic growth. They contribte
wealth to society and improve the quality of life. Moreover,
significant equity objectives can be achieved when market
forces operate to stimulate an economy toward full
employmento

A.1.D Policy Paper: Private Enterprise Developme

March 1985

A he Congress finds that the development of private enterprise
including cooperatives, is a vital factor in the stable growth of
developing countries and in the development and stability of a
free, open and equitable international economic system. It is
therefore in the best interest of the United States to assist the
development of the private sector in the developing countries
and to engage the United St a

The Private Sector Investment Progra

Section 108 of the Foreighssistance Act of 1961, as amended
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assistance, not its entire portfolio, and is not an evaluation of the impact of particular projects.
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LETTER FROM USAID ASSISTANT ADMINISTRATOR, PAIGE ALEXANDER
Dear Readers,

Theeconomic assistance to tBarope and Eurasi@gionwas multidimensional and complex
in terms oftime, geography, sector@ndoperational approachddSAID and the E&E Bureau
have a great story to tell aint theirrole in helping the countries of the region transform from
centrallyplannedeconomiego marketorientedones.Evidence othechange is more easily
apparent in the strategic reliance we place upon each other to maintain a safe and secure world.
What has been less understood is thetr@éwe took agpartners anddvocates for economic
reform and restructuringJ SAID, in collaboration with its host country counterparts and other
donors provided expert advisors to transfer knowledge and expsgipromoteda sound
business environment and commercial law to allow international and domessitniant;
fosteredsmall and medium business growth; put in plasefioningfinancial systemsadoped
modern business accountjrand encouragdinnovaton and entrepreneurship.

The American people can be proud of our resutieh havecontributed taheeconomic
stablity and increased prosperityitical to strengthening democracy

e Thousands of enterprises and banks privatized, often with fareigatment that
adopted modern practices and increased efficiency so consumers could have a wider
choice and improved quality gbods and services to buy

e Dozens of effective financial sector regulatbodiesestablishedbased on international
standardsand staffed by weftrainedprofessionals

e Electricity supply reliability is greatly improdghrough private sector investment and
reforms aimed atnergy efficieng areunderway

e Hundreds of business advocacy organizations createldmprovedgovenment
agencies whose human capited helped to build so that they could be instrumental in
streamlining processes and optimizing regulationmfmrove the business environment

e Tens of thousandsf small and medium enterprises in key secéstablished or
upgaded, which in turn created millions of new jobs and increased incomes by
connecting them with stainable markets

In addition, 10countries havsincejoined the EUWithUS Al D6s econgandanmn assi st
eleventh(Croatia) is to be admitted in 2013thers remain candidatesich we continue to

assistWe are also proud thatany of the countries mdevelopment goalallowing us to

concentrat®ur support to those with greater nebgigraduating 13 countries from intensive,
onthe-ground assistance.

It is simply not enough, however, to declare our task done and depart the gagiarthe

r e g i carrertesonomic challengeshich threaten tendermine democratic progrésshigh
unemployment, fragile financial sectors, eroding support for improsedognic governance,
and impacts of the Eurozone financial cri¥ite must continue supporg regionaleconomic
growthsothat the institutions of thearketbased economigemain sufficiently robust arthat
markets thrive, grow, and change to meet #eds of our globalizing world#/e must stay
ahead of the changie, orderto preserve the economic wdkking of the many friends we now

20 Years of USAID Economic Growth Astance in Europe and Eurasia %



have in the region as well &sprotectour national security, bwte must do s a focused and
financialy modest nanner.

Thank you for all of those who contributed to our successes during the past 20 plus years and |
look forward to our continued partnership.

Paige Alexander

USAID Assistant Administrator
USAID/ Europe and Eurasia
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LIST OF ACRONYMS

AEECA
API
BEE
CARs
CEE
CIS
DCA
DOE
E&E
EBRD
ECA
ECSEE
ERRA
EU
FDI
FDIC
FSA

FSNs
FSRP
FSU
FtF
GDP
GMO
IFls
IMF
IQC
LED
LiTS
LTMC
MCP
MPP
NARUC
NGO
NIS
SEC
SECI
SEE
SEED
SOE
TA
TIFS
USAID
USDA
USEA

Assistance for Europe, Eurasia and Central Asia
Agribusiness Partnership Component

Business Enabling Environment

Central Asian Republics

Centraland Eastern Europe

Commonwealth of Independent States
Development Credit Authority
Department of Energy

Europe and Eurasia

European Bank for Reconstruction and Development
Europe +Central Asia

Energy Community of South East Europe
Energy Regulators Regional Association
European Union

Foreign Direct Investment

Federal Deposit Insurance Corporation
Freedom for Russia and Emerging Eurasian Democracies and Open Markets
(FREEDOM Support Act

ForeignService Nationals

Food Systems Restructuring Project

Former Soviet Union

Farmer to Farmer

Gross Domestic Product

Genetically Modified Organism

International Financial Institutions

International Monetary Fund

Indefinite Quantity Contract

Low Emission Development

Life in Transition Survey

Long-Term Marginal Cost

Monitoring Country Progress

Mass Privatization Programs

U.S. National Association of Regulatory Utility Commissioners
Nongovernmental Organizations

Newly Independent States

Security and Exchange Commission

South Europe Cooperation Initiative
South East Europe

Support for Eastern European Democracies
Stateowned Enterprise

Technical Assistance

Training Institute for the Financial Supervision
United States Agency fanternational Development
United States Department of Agriculture

United States Energy Association
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Highlights of EconomicAssistance in the E&E Region

The collapse of Communism in Europe was dramatic. After dominating Eastern Europe for
more tharb0 years, the Communistgimes collapsed within a matter of six months in 1989.
Two years later the Soviet Uni@tsocollapsed, bringing to an end the systihat had ruled for
most of the 2} Century.

When the Communist systems collapsed, neither the governments nor the productive sector of
these countries had any real experience with private enterprise based on supply and demand,
profitability, prices, qulity and competition. Instead, production was the objectvigen by the
centralized FiveYear Plan and meeting mandated production targeisthe key achievement
measure. Failure of that system had led to widespread dysfunction, corruption, fooér@yd e
shortages, and a dispirited population.

The U.S. governmentodés response to the fall
Soviet Union was rapid and generoUSAID and other donors had to start from scratch in
shifting the mindsets of gou@ment, company managers, and the population away from
dependence on the collective state and toward the risks and rewards afnofed private
enterprise.

e The E&E countriesd success in bugsedtodledng f
growth, was a major achievement. USAID contributed enormously to accelerating the
development of markedriented financial sectors in Europe and Eurasia. It became a key
partner to these countries as they developed sound piivateial sectors based on
U.S./Westerncommercial and regulatory principles and practices.

¢ While not without some unintended consequences, USAliported privatization
transferred the ownership of thousands of stateed enterprises into private hands.
Privatization and deollecivization of agriculture transferred land to millions of
individuals.

e USAI D6bs energy programs facilitated the
(principally natural gas and electricity), and worked to reduce the extent to which
countries in E& are dependent on Russia for energy. Efficient and reliable energy is
essential for both competitive enterprise growth and for the health and welfare of
individuals.

While much work remains to be done in the region to ensure reliable energy sufiptiest e
agricultural production, robust sound financial markets and good corporate governance, USAID
helped accelerate reforms in all these areas and put in place the fundamental public and private
institutions necessary to continue the reformprode&& 6 s economi ¢ gr owt h
development assistance continues to have impact beyond the timeframe of specific projects in
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two ways: 1) longasting business relationships broughbut throughmproved

competitiveness, and 2) the creation of d¢@liges in people and institutions to carry out

policies, strategies, and activities. However, continu8AID technical support for private

sector development and industrial and employment growth remains a priority in those countries
where the reform pcess was more difficult for either political or economic reasons.

The evidence is quite convincing that USAID, working with local decision makers in the E&E
region, succeeded in supporting the transformation of all or most countries from centrally
planred to marketriven economies. Since none of the countries is likely to go back to the
Soviet, communist model, USAID can be proud of an unqualified success in establishing the
irreversibility of reforms in all of the Central, Eastern and Southeasterp&anm@ountries.

Two relevant measures of the significance of U.S. transition assistance are: 1) the relative costs
of the transition assistance compared to &&/lar military assistance; and 2) the economic gains
accruing to U.S. economic interests assult of the regional transformation.

According to a Cato Institute study).S. military expenditures for the period 192886 totaled
$6.3 Trillion, or about $163 billion per year. By comparison, the total expenditure by the U.S.
government in suppodf the transformation from 19902012 was $20 Billion, or about $900
million per year.

Prior to 1990, the markets of Eastern Europe and the Soviet Union were essentially closed to
U.S. businesses. However, U.S. exports to Russia in 2012 exceededi@idiban amount

equal to approximately one half of the total 22 year expenditure by the U.S. in transformation
assistance.

*kkk

EXECUTIVE SUMMARY

The transition twibrant, freeemarket democracida Central and Eastern Europe and the former
Sovid Unionhas beemlramaticover the 23 yeangeriod reviewed (1982012) Countries
previously hidden from view behind an Iron Curtain are now open, engaged, and active
participants in the global economy.

We nostalgicallyremembetheelection of theSolidarity party in Polandhefall of the Berlin
Wall in 1989 and perhaps most significanttiie collapse of the Soviet Unioim contrast, we
may find it it is easy to forget thenages of peoplspending their dayganding in long lines for
breadand othergoods in perpetual shortaged thereal concerns of mass starvation, civil war,
and the possibility that the nuclear arsenal of the Soviet Union might fall ge twands.

'"U.S. Military Spending in the Cold War Era: Opportun
Robert Higgs (1988).

2 hitp://lwww.foxbusiness.com/news/2012/10/18/analysisnanufacturersurn-to-russiawith-

love760849/#ixzz20w9JhVRr
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While the transition was not without some pain and suffering, ane wiel results are not

uniformly positive in all places, for the most part the pace and scale was nothing short of
remarkable. The people of the region, anxious for greater personal freedom and rights of liberty
and property deserve the greatest creditiferpositive outcome. But the United States,

European Union(EU), and international organizations such as the International Monetary Fund
(IMF) the World Bank and the European Bank for Reconstruction and Development (EBRD)
contributed substantially to thescessful outcome by providing technical guidance and financial
resources to accelerate the transition.

Throughout the regiorthe population rejected the centrally planned sysiarfavor of
democracy ang@ro-market reformsand we can observe the trendous changes that have
occurred.Today,in every country of the regiomore than half o6DPis producedoy the
private sector, andde and fair elections are commonplace in the majority of the countries

TheUS.gvernment 6s r e shp BerisWall and subsbqaeentfbredkup ofahie t
Soviet Union was rapidneaningfuland generousihe strong consensusthe U.S. led
Congresgo quickly pasghe Support for Eastern European Democracies (SREDhH 1989

that provided the legal and financial basis to support the historic transformation for Central
Europe Additional programdor the former Soviet Union and additioruntriesn Central and
Eastern Europerere authorized by the FREEDOM Support Act (F8#gtfollowed in 1992.

The principal objective of the assistance to the E&E region was to s@pgbsicceleratie
transitionto marketoriented democracies. The U.S. assistance effort was coordinated at the
policy level by the State Departmefitie Unted Stateg\gency for International Devepment
(USAID) was the U.S. governmemency that implemented thergest portion of the program.
Supporting the transformation was an unprecedented challengmsdéthe sheer numbef
countriesand the masive needs of the populati®facingsevere economic distreagthout the
institutional and legal foundations to support a market democfdctlge same timet was an
opportunity to wipe away the most significant threat to world peace and stabilihathakisted
since the end of World War II.

As the old political systems fell, economic order rapidly collags®tthe economic system

needed expeditious structural reforfime Uhited Statebegan by assistingvo countries

(Hungary and Polandpoon afte, this assistance was expanded to more countries in Central and
Eastern Europe, and then all of the former Soviet UrBgrthe timepeace wase-establishedn

the Balkansand programs began thene2001 the U.S. Government had assisted 29 countries
with market and political transitio@ver the next decade to 2012, as countries succeeded in
putting in place the laws and institutions of market economiedjrified State®ias gradually
withdrawnits bilateralsupport and now ifocusedon a fewcountres inthe Balkansand

Eurasia

U.S. economic asistance to the region wasparalleled in its perseio-person approach.
Volunteersrangingfrom newlyminted MBAs to retired executives to farmers were eager to
engage with their E&E regional counterpadSAID and other U.S. government agencies
funded numerous study tours and exchamgésiild understanding of democratic market
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economies function on a daily basis. The Peace Corps deployed a different profile of trained men
and women, drawing on michree professionals with business expertise instead of recent

college graduate3hesekinds of exchangesad significanpositiveimpact on thelevelopment

of business acumen, English language proficiency, and adoption of Watsiteires and

practices in th region. They contributed enormously to the success of U.S. economic technical
assistance programs.

A number of key factors s ha pnehdeallistiytaddfsthepr ogr a
transition, because of the decades of isolation, few p@aofhe United States understood and
appreciated the complity of the transition procesklowever, it soon became clear that

successful transition would require far more than a few quick changes here and there.

The basic foundations of a market econongyewnotin place and in fact the existing legal
framework considered paite sector market economitarmful Rather than facilitatingusiness
operations, thenstitutionalframeworksunder Communisrwere designed to repress and even
outlaw private markeactivities.New laws had to be written across a broad range of topics,
goveming institutions needed to be creatstlengthenedandreformed, a functioning financial
sector had to be developed, and systemic infrastructure reforms were requiredv® achie
extensive modernizatioMost significantly, it was necessary to change the mindset of a
population that had been educated to believe that capitalism and western democracies were
concepts to be feared, not embraceomprehensivéechnical assistance @itransfer of skills

and expertise areessentiato theacceleration of reforms within politically acceptable
timeframesThere was a triadnderror experimenting (something that legislation and
management policy encouraged) at the beginning of assstatitthe result that many efforts

were found to be not effective and were abandoned. From the start, however, the objective was
cleari build prodemocratic market economiesnd this clarity helped guide the evolution of
approaches to the point thasequence of specific economic growth measures were implemented
in each country.

USAI D6 s aaneoutcanebllackts be tailored, of course, andresubstantially
influenced by the length of tinmuntriesvere under aentrally planned systerfihe longer a
command economy had been in place, the more difficult it was to shift the mindset thfeboth
governmentand the populatiotowardprivatemarkets Reforms wereftendelayed and bumpy
due to political reversal®©ther factorcausingdifferertiated programmatic approaches
included:the large number of new countries following the breakup of the Soviet Union and
Yugoslaviathatlacked normal sovereign governing institutions and experiencegpo8ict
situations which had devastated viam economies; anthe lack ofcommitted market
reformers particularly in the former USSR.

The Agencyused existing contracting mechanisms and established partnerships with
development assistance corigg firms,international nongovernmental organizatigN&Os),
and U.S. companids implement its program3hey worked handh-glove with international
financial institutions such as the World Battie IMF, the EBRD, the EU, individual European
countriesand others who were shaping structural reform andingethe transforming
governmentsoé.financing needs
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The sense of urgency underlying these extraordinary changes led to a significantly different
approach to development programming than elsewhere in the W&AID rapidly deployed
teams to work on sp#ic initiatives, replacing traditional, more tirensuming steps in the
project development cycle with ghe-ground shaping of project design and a flexible response
to unfolding needs while simultaneously providing technical assistiheeAgency puin place
innovative contracting mechanisms to facilitate this rapid response.

Eeme nts of Success: Lessons
Learned

Transformation requires a comprehensiv

Much of whathas become standard practice WSAID
globally forencouraging private sector development

was pioneereth E&E regionprograms. assistance approach focusing on structu
reform by:

At first, expertise, projeananagemenand decision e Creating the indamental elements of

making was consolidated in a Washingtmsed a market economyhat areabsent

EuropeMission, with only small countrpased USAID = ﬁ)cgsgfgim”got?]‘;ev%;f“ifﬁgfﬁvﬁﬁ‘
representativeffices. The SEED and FSA Acts gave P

or conflict
USAID the authority to hire technical staff in e Creating and strerthening key
WashingtonD.C. with specific expeise that did not market institutions
existwithin the AgencyThisresulted in a relatively New development and procurement

homogeneouset of programs for countries and easy = approachesre neeled to meet urgent
exchange ofessondearned Over time,this structure challenges

was replaced bgountry missions thatould provide *  Quickly hiringstaff with skills specific
to the transformation tasks, e.g.,

better handfs)nmanagemlet_and monitoring to ensure privatization, fiscal and bzink
results and to respond flexibly teore unique, country reform or energy, and placirtyem in
specific needs. a central bureau to work across

countries
In E&E, USAID also broke with its traditional approac ® Designing, competing and beginning
that allows host governments to approve activities. T ‘(’J"O”(‘)g:étcé"yégé’ I & e
was an important innovation. USAID worked bp J

. L e Initiatingsmaller projects to starthe
extremely closely with the governments, building stro work and then scaling up as

relationships with senior officials and technocrats. We knowledge grows and reforms gain
listened to their priorities and fulfilled the majority of momentum

their requests for assistance particularly to overhaul ¢ The focus on structural reform combined
strengthen the key publeconomic institutions and with USAIDG6s strea

work on legal and regulatory reform. However, becar Processes allowethe Agency to reduce
its assistance as countridsvelopthe

USAID did not rgquire_hp_st government approval for legal framework, institutions, and

the full range of its activities, it had the freedom and | resources to take responsibility for their
flexibility to find theoptimal entry pointaind own democratic and economic

counterparts foproviding assistance. From the development.

beginning, particularly in countries where political will

to take reforms was lagging, USAID worked directly with the private sector, municipalities and
NGOs to achieve tangible results, build partnerships with citizengandaluable knowledge
until more committed, reforrminded central governments were in place. One important USAID
legacy is the large number of motivatgdality local professionalwho now form a cadre of
competent and committed leaders (public andgpely and a large number of legacy institutions
that still function as sustainable local organizations (see Appendix 6).
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USAI D6s economi c gr owprimcippllyiosixsgectictegtancal @easn duct e d
macroeconomic and fiscal reform, privatizatibnancial sectoandcapital marketlevelopment

private sector developmemnergy reform, and agriculture alashd reformUS Al D6s pr ogr ar
helped to establish and strengthen all the kgrrelated elements that form a markeised

economy that were absent from the calih planned system, includirrgle of law that

encourages and protects private sector ownership and investment; competition policy tha

promotes marketdinancialintermediatiorbased on market criterifair and efficient taxation

and expenditure policies; and economically and environmentally sustainable energy sector.
Underpinning these activities was the gogbafmoting effectiveeconomiogovernancend
appopriategovernmenbversight of private sector activity.

Macroeconomic and Fiscal Reforifhere were three immediate macroeconomic and fiscal
impactsfrom the collapse of the centraipptanned economic systems:

e A massive decline in production outputtire magnitudes of 30% or more

e Hyperinflation, bothasa result of supply shortages and adjustments to world market
prices

e The |l oss of governmentsd source of revenue
funded by the proceeds of stat@ned enterprises)

The U.S. government responded to supply shortages (particularly food and energy) with direct
emergency assistancgtopping the hyperinflation became an urgent matter as well because
other efforts at transition to a market economy could not proceed ungitinffation was tamed.

Additionally, assistance was required to help the lotigan task of constructing an entirely new
fiscal systempportive of a market economihis wasa critical but difficult task sincenuchof
marketbasediscal policy and pactice § based on concepts that were foreign teghe

governments and populat®rJ S A | Pridnary objective over the two decades was to promote
modernaccountable and transparéat and budget systems, requiring major structural changes
includingnew lggal and regulatory framewarthe overhaul of finance ministrieandthe

education of both parliament and citizens to understand collection and allocation of government
resources in democraticmarket economy.

Privatization Under the @mmunist systermglmost all productive assets were staeed and

these enterprises weargelyobsolete when the system collapdechm a fiscal and economic
recovery perspective, most country leaders saw no alternative to the rapid transfer of pwnershi
to private hands, although approaches to achieve thiglgfesied Privatization models ranged

from auctioning small and medium enterprigestrategic salesometimego foreign investors,

to decollectivization of farms to mass privatizatiorhe nass privatization programs that

USAID supportedften relied upon vouchers distributed to citizens which could be redeemed for
sharesMass privatizatiomequired thdransferof tens of thousands of enterprises quickly and
legally to private handsreatng huge numbers of publictraded companies and millionsf
shareholders who needed a fair and secure environment in which to hold and trade their shares.

All of theprivatization methodwere built onthe precept that market economasgail
widespreagrivate ownershipHowever, wthout much understanding of the concept of
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shareholding, citizens often sold their vouchers for cash, foregoing potengakterm

financial benefits of stock ownership. many instances, particularly in the former Solaton,
privatization processes were fraudulently manipulated by politipddlged insiders, giving rise

to the dominance by oligarchs. USAI D&6s privat
allowing this to happen, btite realityis more complex

Particularly in the USSR, insiders within the statened enterprises and planning agencies were

well along toward Aspontaneous privatizationo
Many of the larger monopolistic Statwn ed Ent ewpr j ewel § drrdeér e nev
in the privatization procasDespite the best efforts of international organizations and many

donors, including USAID, this course was already on its way and could not be derailed.

Recognizinghat privatization was jushe first step in transformatioblSAID programs turned
greater focusn addressing other systemic elemeagritical to promotinga wellfunctioning
privatesectoreconomyand upgradetlusiness management practices

Privatization of statenterprisesntroduced a series of other unanticipated social isdliest

state enterprises were overstaffed with redundant labor, and as they were privatized, large
numbers of employees were releadadaddition, within the socialist system, much of the social
support structuré health care, child care, education, and housiwgs inside these enterprise
ficombinat® Once privatized, the owners were not willitmgfund these nobusiness costs, and
the burden of supporting these services were shifted back tangosetr.USAID launched social
transition programs to help governments take on these additional responsibilities.

Financial Sectoand Capital MarketsThe financial sectan Communist countries consisted of
stateowned banks, generally part of the cenlriahk, which provided directed credit to state
owned enterprises to meet targets set by governmergdaeplansTheydid not perform the
typical financial intermediation rolas necessaiiyn a market economyVith the collapse of the
economy, the banksere saddled with bad del#tad were essentially bankrupt

To buildthe foundations of a soungrivate marketoriented financial sectplJSAID took a
comprehensive approach that simultaneously introdbasall supervisiongonducted

commercial bankeraining andundertookprivatization/restructuring activitie§Vorking in close
collaboration with the IMF and the World Bank, there was early success in many countries in
establishing welfunctioning bankegulatoryauthorities, steadily moving toward @mhational
standards and practiceghiswas a factor irtonfidenceredoration,deposit growth, and

significant investmenin the banking sectpmostly by European bankshich broughtmodern
banking practices to thregion,thereby accelerating theansformation.

To facilitate the anticipated large volume of privatization share transactions, USAID supported
companion efforts to build basic capital market infrastructure. It was hoped that establishing
stock exchanges would facilitate market behagiothe part of firms and shareholders.

However, once the initial wave of privatizatioglated activity subsidetrading volumes

declined substantiallyn response, USAID is now assistilagal exchangem dealing with
problems of scale by harmonizing merging with other exchanges in an effort to regionalize
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Private Enterprisé/NVhile privatization transferred the ownership of siated enterprises to
the private sector, many privatized, forhyestateowned enterprises were neither commercially
viable nor able to produce quality goods that were in denizefdnct stateowned enterprises
resulted inahuge number of unemployeldew privatesector businesses that could compete in
domestic or regional markets had to be encouraged to provide emplamdantome to the
regi ono6s UpAppuogransisaught to accelerate private sector growth with
accompanying workforce development efforts to reduce growing unemployment.

As the private sector grewSAID introduced several different models approaches helping
individual enterprises and entrepreneurs learn business skills while at the same time working
with governments to create more supportive business environrd&#asD was flexible in
determining the mix of enterpridevel, industrylevel, and policylevel interventions over the
20-year period, seeking the most ceffiective approach to reach the greateshber of

enterprises and thimve maximum impact on income and employme®AIDS6 approach to
assistance evolved from working dirgawvith enterprises by establishing local business centers,
to working more strategically in economic sectors that had the potential to become competitive
in the globalmarketplace. At the government leMaISAID workedto remove the legal and
regulatory dstacles to entrepreneurship and help countries improve performance as measured by
the Worl d HasenfRang BuSifess findi cat or s.

As the businesenvironment improvedindthe number o$uccessful private enterprises and

business professiondlsn c r eas ed, USAI D6s approach became m
on the principle that by linking producers with markets, businesses floByighcilitating

awareness of product desiguality, technology and market practices, USAlRasmade a

significant contribution to strengthening these nascent enterprises. Furthermore, as the private
sectorgrew,a domesticonstituency emerged for ongoing reform and dialogue with the

government on policies and regulations affecting business success

USAID projects were able to empower a range of interests and organizations to take charge of
progress in creating a robust private sector, ensuring sustainability of refdvisiscombined

with a high level of engagemeatross government, business, labor, wusities, trade
associationsandresearch institutions, indicates that market behavior had been embedded
throughout societyWhile progress is uneven and subject to-apddowns of the global market,

all but one of the 29 countries assisted by USAID kashed the target threshold of having

more than 50% of the economyds production in

Energy By 1990,energy systems in the regisrereuneconomic, inefficient, pollutingnd

corrupt blackouts were common, businesses suffeselipols closedand politcal and social
unrestwerecommon.Furthermore, most of the countries were dependent on Russia for energy,
which made them vulnerable to Russiabs politi

Working closely with the World Bank, EBRD and IFC, USAID ficad the technical assistance
for the "unbundling” of the electricity monopolies into separate generation, transmission and
distribution companies to achieve greatansiparency and accountabili@f equal significance
was the development of a moderndkgnd regulatory framework including the establishment of
nineteen autonomous energy regulatory bodies. With this basic foundation in place, USAID
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continued its collaboration with the banks and the reformers in each country to support the
strategic privatation of the electricity distribution companies which were key instruments of
corruption for the vested iatestsThe distribution privatization and transmission planning
efforts led to $2 billion and $2.5 billion in investment over the last 15 years.

Anticipating theneed for regional approachtsexpand electricity trade, USAID supported the
establishment of the Energy Regulators Regional Association (ERRA) which now consists of 26
energy regulatory bodigkat exchangeformation experienceand pofessional development
through annternational training progranfter cessation of hostilities iMugoslavia USAID

helped convene experts from the Balken&lentify future transmission "highways" to re

connect thenew countriesresultingin $2.5 bilion in transmission investmeés. In addition,

US Al Do s strategginclgdgd a focus on energy efficieneynd made effortotdevelop

private sector and negovernmental institutios to address thisng-term problem.

Five national energy efficienagenters were developed in Poland, the Czech Rep&hiigaria,
Ukraine and Russidnat continugoromoting and providing energy efficiency serviteslate

The early emphasis on energy efficiencynanicipal buildingscontributed to the Bureau's
Democrag/ and Governance effort8. key breakthrough was achieved in the application of the
Development Credit Authority in Bulgaria for municipal energy efficiebogrowing from

private banksThis breakthrough mobilized $150 million follean funding by the Wad Bank
and EBRD in Bulgaria and further funding throughout the region.

Agriculture/Land If countries in the region were to transform, the predominance of collective
farming in agricultural sector as well as the absence of personal property had terly urg
addressedCollective farms used obsolete equipment and technology and were often even less
efficient than statewned enterprise§ he chronic food shortages before the collapisially
worsened after the collapdee to disruptions in the suppdyd distribution chains

Parallelto theprivatization of enterprisespuntries moveduickly to decollectivize agriculture

with the objective of benefiting farmers and promoting effective food produdtigrically the

land and other assets of coligetfarms were distributed to the workers, with each family

receiving a small plotoflandd SAI D6 s pr o g r estabdishifigahéawssirestdutiomsn

and systerm to secur@rivate property rightand titles However these basic reforms did not

easily translate into vibranproductive farms dand marketsFarmers continued to employ
outmoded techniques and processes, and without a system for maintaining the infrastructure and
other support systemproductivity and output continued to stagnate

Although the prospect of massive food shortages and starvation have subsided, still today
millions of households in the rural areas of the former Soviet Union live barely above the
subsistence level producing low volumes of poor quality agricultucalyats.More recently,
programs talevelop high value agriculture by linking producers with ssifated enemarkets
as part of grivate enterprise development strategy have been more sucoegsbrmoting a
modern agricultural sector

*kkk
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In all of the above technical ared$SAIDO s o v er ar c h strocguralodiojnwasto i ve 1 n
provide to provide countries with the policies, institutions and capability to grow and to address
their own economic and political goals, thereby reducing their reéliandoreign assistancat

the present time, we can observe four groupings of countries.

Group 1:Eleven countries that no longer receive bilateral assist&eggnning in 1996,

USAI D f g rceudties thagnet certain economic and political tramshational
criteria, |l ater formalized in MWEAtewds annual
Graduation allowed USAID to focus on countries where more time and resources were

needed to transform to markatiented democracie®f the eleven, 10 hayeined the E.U.,

and the 11, Croatia, is a candidate in 2013,

Group 2:Western Balkan<Of these six remaining countriespst do not yet meet the MCP
economic and political transformational criteria, in large part dtleetéegacy otonflict in
theregion.Even though some of these countries have an EU candidacy status for several
years, none of them are going to enter the EU before the end of this decade mostly due to
complex political issueghe U.S. government remains committed to support peate a
stability in the Balkans, which influences decisions regarding ongoing assistance.

Group 3 EurasiaMost of the former Soviet republics Eurasia continue to receigeme
assistancdyut substantially less than a decade. &pme of the countries ithis group meet
the MCP transformational criteria, nor are they candidates for EU membership.

Group 4 Central AsiaFive countries in Central Aselso fall substantially below the MPC
threshold criteriaThey now receivepecialized assistance fronetAsia Bureau, integrated
with regional programs that include their southern neighbors.

Transformational reformand economic welbeing reached the desired leveQroup 1

countries, antUSAID appropriately endeitls bilateral supportinnovative regioal programs

with modest funding were put in place to sustain institutional development for graduated
countriesLegacy institutions, formed with USAID assistance that now stand on their own, also
contribute to economic progress and goodwill.

In Groups 2 through 4 transformation is taking longer and USAID efforts continue to

consolidate achievements to date and leverage other domarsumber of countries, lack of

political progresss delayingthe economic transition process these countriesransformation

will continue to be slow irrespe&emive of USAI
authoritarian regimes in Azerbaijan atige Central Asian Republics subsittially impede

progress there.

While severatountriesare on a trajectory to @et structural reform objectives, this has not yet
translated in a vibrant private sector that contributes to the prosperity of the general population,
demonstrated by huge unemployment, low labor productivity, and significant income disparity.
The lack ofprospects for EU and global integration and poor economic situation of the majority
of the population make these countries vulnerable to nationalism, political manipulation and
reversal of democratic reforms.
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Using the expertise built up in the paspl@ years, much of which is among country nationals
in USAID Missions, USAID has the means to effectively address constraints to economic
growth, even with modest financial resourd&sth recovery from th008 global financial
crisisfragile, governmentsn the region are facing new difficultidd SAID has the credibility,
trust, expertise and lortgrm relationships with counterparts in the region in key institutions to
continue tahelp countries meet these challenges.

Another way to measure the suczes the transformation effort is with cas¢nefit analysisA
Cato Institute study estimated the military cost of the Cold War to the U.S. was $6.3 Trillion
from 19481986.By comparison, the U.S. transformation assistance from-2020 was$20
billion. Transformation support cost the U.S. approximat@®o of the military cost of the Cold
War.

Before 1990, these countries were essentially closed to U.S. busihe24, Russia alone
represented a $10 Billion export market for U.S. produietsther words, U.S. exports to Russia
aloneeach year generate 120% of the amount spent by the U.S. over the entire 22 year transition
periodin all 29 countries

At an average of $345 million per year, the U.S. expenditure on the CEE/USSR transformation
wasbarely 10% of the averagenualdevelopment assistance expenditures in Iragq and
Afghanistan over the past ten years.

20 Years of USAID Economic Growth Astance in Europe and Eurasia 11



|. LESSONS LEARNED

The lessons learned over the last 20 years in helping transform Central and Eastern Europe and
the former Sovietnion, from centrally planned to market economies, have broader application
throughout the world. While circumstances will not precisely match those encountered in 1992,
there are some lessons that can be applicable to post conflict countries, andriascoun
transforming from autocratic governments in which the state plays a large role in the economy
both formally by owning enterprises and distribution channels and informally through preference
given to certain elements in the private sector and otleeiapnterests (economic elites).

Lesson 1: A clear objective fosters success.

Congress specified a very straifbtward objectiveg dthe transformation to market democracies A Yy
the SEED and FSA legislation. The clarity of objective provided focus and directed the approach, strategy
and tactics of the economic assistance program.

Lesson 2: Successful assistance strategy, approach and tactics requires a supportive

operationd framework for implementation.

The legislative authority in the SEED/FSA legislation facilitated the E&E bureau of USAID to move quickly,
streamline decisiommaking, take calculated risks, and engage technical expertise in Washington.

The sense of urgey originated from the desire within the government and population to show strong
support to the people who had ended the Cold War peacefully. There was also an enormous pool of

U.S. citizens and organizations waiting to be tappederve as USAID paBmMNE ® 939 Qa YI yRI GS
F OOSt SNIGS NBF2NXY ONBIFIGSR | oAlLda F2NI I OlAz2yo L
LaCX FY2y3 2GKSNAXZ FRYANBR (KS ! 3SyodeQa yAYofSySa

technical experts quidk to where they were needed.

As the assistance program ramped up, the benefits in using sr@lihGonth task orders through pre

competed blanket contracts was invaluable. It gave the E&E Bureau and Missions flexibility to respond
quickly to new condibns, crises, opportunities and change of governments, facilitated hands

O2y (NI OG YIyl3aSYSyis IvhleR@AyI¢éEKSEILBFRAY 30 & daDOS 18 K
terminating unsuccessful efforts.  The new "outside" expertise combined with morédradiUSAID

development expertise often created synergies and innovative approaches. Flexible contracting

mechanisms allowed specialized skills to be brought on board quickly.

LT 939Qa Ayy20FGA0S I'yR &a0NBF Y Ay fde, O2sgnseNaF OG Ay 3 Y
urgency and need to respond quickly and with flexibility could not have been operationalized. It was

possible to build credibility with counterparts, learn and understand their needs, develop effective

program design, pick the righthplementers, and conduct proper oversight while maintaining a clear

sense of the ultimate objective.

% A good example of this was that as E&E work starting up, the S&L crisis was winding down in the US. That meant
a large number of expertgegulators, bankers, woibut specialists were available and had just the right skills and
recent experience with bank crisis that the E&E countries needed. A downside of which was the flood of unsolicited
proposals that received Congressional or Whiteddaupport and which the Agency found difficult to deflect.
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The use of centralized skills in the Regional Mission in Washington resulted in efficient use of resources
and allowed for easy adaptation of approaclaesl knowledge transfer from one country to the next.

E&E centralized technical staff served as project officers who were specialized in a set of countries with
common development issues. The SEED and FSA Acts allowed the E&E Bureau to engage personal
services contractors in Washington (PSCs) to augment its own expertise with specialists in the energy,
financial, and other sectors, unlike other donors or domestic agencies in which employees had to be
hired through lengthy civil service processes.

As transfomation proceeded and the private sector emerged, and as program management shifted to
the field, operating with a longeterm perspective and lorterm advisors became a more suitable
approach.

Lesson 3: A comprehensive, mulayered approach focusingrothe root causes and systems
is required to achieve true transformation.

E&E had the mandate, resources, processes, and talent to put in place mutually reinforcing, integrated
activities designed to promote reform across all facets of the economy. Troeone panacea, but

rather assistance should focus on key market institutions and work at multiple levels to accelerate the
change. Simultaneous programs help countries address the building blocks of a-reskdtsystem

such as financial sector stébyj, property rights, rule of law, energy efficiency, and reliable

infrastructure.

Lesson 4: Institutions matter to sustain economic progress.

Policy or political change must be accompanied by institution building and human capital development.
Creatingwell-functioning, accountable, professional institutions both public and private is critical to
achieving and maintaining momentum for reform. E&E focused on helping countries build and reshape
institutions that matter to the transformation, and on humaapital development allowing for new

leaders and technical professionals to emerge. This is the key element to establishing good governance
and accountability, decreasing corruption, and promoting the rule of law. It is the best way to reduce

andultimatd @ St AYAYIFGS O2dzyiNARSAQ NBftAIFIYyOS 2y F2NBAIY

All economically successful countries require sigtictioning, strong public institutions Central Bank,
Finance Ministry, commercial courts, tax and budget authorities, administration andategul

authorities- all staffed by trained, competent professionals. Economic governance requires public sector
institutions that have legitimacy.

Lesson 5. Economic transition takes time and requires matching the size of resources with the
political commitment to reform. Graduation is an important goal.

The countries of the E&E region had high literacy rates, seemingly educated work forces, an industrial
base (i.e., noragrarian economies), and developed infrastructure. Yet, the transition to market
economy was a huge endeavor because of their lack of experience with a private market economy,
insufficient adherence to rule of law, and the cratlbegrave social programs. In particular, changing
GKS yFddNB 2F 320SNYYSy ( QsonthBEuhciion foyin ofieksight Brdtdry, 2 Y &
and providing a level playing field for the new private sector is essential to promoting both sustainable
and inclusive economic growth. It is hard to do and takes time. Until this happens, transition to market
economy will be incomplete and economic growth even if robust will create inequalities.
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It has taken the longest time to achieve fundamental change in the countries of the former Soviet Union
that had never known market economies and in countries affétig conflict, such as the Western

Balkans. In contrast, in those countries that had a history of private sector activity and the incentive of
joining the E.U., the transformation took less time.

P{1'L5Qa | LILINRI OK S@2f @SR matiénz 8 Boumriedigikadudllil Bogiedsdd3 S &
and the private sector emerged, the nature of the work changed. It is better to ramp up the amount of
assistance knowing where the true problems and barriers are, understanding who are the true
reformers (compeed to those who give lip service to reform), and building up the absorptive capacity in
institutions, both public and private to implement reforms.

While US assistance needed more time than originally anticipated, it was always understood that E&E
would end. The goal of graduation helped to focus assistance on the fundamentals of a functioning
market economy and develop its accompanying systems. In those countries that made strong, early
transformational progress and had the promise of EU accessiogrgrs were phased out sooner.

Those countries were ready to take responsibility for their own development. In contrast, reducing
assistance to the relatively new and still fragile democracies and economies is neither good
development practice nor foreigor national security policy.

Lesson 6. Effective counterparts for reform exist both inside and outside the government.
Avoid assistance agreements that limit programming and the targets of assistance.

Economic growth and reform programs have more a®aaf success if not constrained by overly
prescriptive requirements contained in governmeatgovernment assistance agreement&&E had no
requirement to work directly with or only with central government under its initial agreements; it had

the flexibiity to work where the opportunity for effective reform was greatest. If political will lagged or
former Party operatives obstructed reform, USAID could still make progress by working directly with the
business community, reformist mayors, and other sgmvernment actors. Local government and

business leaders often put pressure on central government officials who became subsequently engaged.
Often this paved the way to return to work at the central level on key structural reforms.

One objective of USAID &tance projects was to shift the vision of government from one of controlling
the economy through statewnership to one of facilitating private ownership. But it has not always
been easy to instill this new vision of effective, transparent governmestitiions that provide:
macroeconomic stability; good fiscal policy; a business environment which facilitates private sector
activity and competition; and, appropriate regulatory oversight of the private sector. Technical
assistance was most successfulentit helped government navigate the balance between reducing its
control while at the same time strengthening economic governance.

Public education and outreach can also build support outside government. The concerted effort to
include volunteerism, exchanges, education, and training in economic assistance has radically changed
the relationships between people in the region and Uit&zems to accomplish a transfer of mindset to
complement institutional change. It broke down Cold War barriers and created partnerships between
individuals, businesses, universities, government agencies, and civil society.

Lesson 7: Economic and democratgains are correlated.
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Economic gains are critical to sustaining democratic progress. The two dimensions of assistance are
mutually-reinforcing. Private sector development relies on sound governmental policies that support
rather than impede businesstwvity. Private property rights, reliability of judicial processes, fairness and
efficiency in enforcement of regulations, etc. all are essential to enterprise growth. At the same time, a
successful and growing private sector improves individuatmegtlg and reduces the extent to which
individuals are dependent on government. Citizens are willing to support demaocratic institutions when
they experience economic progress. If economic stabilization and then recovery had not happened
relatively quickly, breding optimism about the future, many of the democratic gains could not have
been sustained. In the wake of the global financial crisis and ongoing EU financial turmoil, the response
to negative growth prospects and increasing unemployment has been grgemgism and increased
democratic backsliding.

Lesson 8: Technical assistance is important to assist countries to meet Multilateral Financial
Institution (MFI) policy and practice recommendations and establish the system reforms
needed to unlock MFI funihg.

The IMF generally provides intermittent shaerm technical assistance and countries must pay for the
World Bank longeterm assistance as part of loans. E&E has a comparative advantage when providing
technical assistance to implement new reforared policies. For example, in E&E, USAID assistance
helped regulatory authorities meet conditions relating to bank regulations and privatization in the early
days and implement recommendations to improve financial sector stability and development under

joint IMF/World Bank Financial Sector Assessment Programs. Beneficiaries and MFIs acknowledged this
direct contribution as significant to building knowledge and institutions required for transition.

Lesson 9: The private sector invests only after the elemehtsmarket economy are in place
Private investment will follow business opportunities. In large countries and those rich in natural
resources, the private sector may be willing to risk a less stable business environment because of the
scale of the opprtunity. However, more typically, assistance is necessary to accelerate business
reforms, leading to a more favorable business environment, and thereby attracting private investment.

Lesson 10: Russia is a special case and necessitated a differentoresaip

Russia, as the largest and most dominant country of the Soviet Union, never fully accepted its status as a
donor recipient. There were (and still are) many forces within Russia that were not so comfortable with
the western economic model, andtwrs that had strong political and financial interests in keeping the
West at some distance. The relationship with Russia was fundamentally a foreign policy one, less
conducive to development approaches successful elsewhere in the region. In hindsighis an

technical cooperation and a partnership with mutual learning may have resulted in continued
engagement in economic growth.
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[1. INTRODUCTION

SEEDAND FSA ACTS

In May 1989, Hungary began to@pits borders to thé&/est and inJune, the Ash Solidarity
party triumphedn national electionsThe George HW. Bush Admhistration proposetb the
U.S. Congressan assistancprogram in central Europégcused mainly oconomic
engagement with Hgary and Polandrhe 4f' Presidet visited the region in Julgnd

advocated that was U.S. responsibility to join forces with the people left in political, social and

economic turmoil as thEommunist system collapse After the opening of Hungary anal&nd,
the Velvet Revolution in Czechoslovakand the breaking down of the Berliviall, the
dominanceof the centrally planned stat® Europeended

As discussion between the Administration and the Congresgeedegdconsensus among U.S.

policy makers emergedhe United States
needed to provide assistance to support the
transformation of economic and political
systemsWhat emerged as the primary
objective of U.S. economic assistance polic
wasthe transition from entrallyplanned to
marketoriented economies for the countries
andto makethattransitionirreversiblé first

in Eastern Europe and subsequeirtlthe
Soviet Union The presumption at the time
was that having 50 percent of the economy
the private seorr would achieve that goal.
This economic objective complemented oth:
foreign policy objectivesf containing
nuclear weapons and preserving territorial
integrity of newly independent states.

The Support Eastern European Democracie
(SEED) Act of 1989P.L. 102179) was

signed into law on November 28, 1989, anc
significant assistance program began. The

SEED act: 1) promoted the development of a free market economic system; and 2) cdritribute

Timeline for the Start of USAID Assistance

In 198990, the northern tier of CentrbEurope
(Hungary, Republic of Poland, Czech Republic,
Slovak Republic)

e 1990, Southeastern Europe but not Yugoslavia
(Republic of Albania, Republic of Bulgaria,
Republic of Romania)

e 1991, the Baltics (Republic of Estonia, Republic
Latvia, Republic of thiuania)

e 1992, Russian Federation

e 1992, Central Asia (Republic of Kazakhstan,
Kyrgyz Republic, Republic of Tajikistan,
Turkmenistan, Republic of Uzbekistan

e 1992, Western NISUkraine, Moldova, Belarus)

e 1992, Caucasus (Republic of Georgia, Armenia,
andAzerbaijan)

e Western BalkansBosnia and Herzegovina (1994)
Croatia (1992), Kosovo (1999), Macedonia (199
Montenegro (2001), Serbia (2001), Slovenia
(21993))

Sour ce:
World Factbook

Aut hor sd anal ysi

the emergence of democra@ee boxext page. It alsoauthorized a substantial program of
food aid to stave off fears of shortages, starvation, and social unrest.

4 Bush, G.H.W. 1989. Making the History of 1989, Item #35. Washington G@@man Historical Institute.
Accessed October 8, 2012 frdrttp:/chnm.gmu.edu/1989/items/show/35

® Personal communications in interviews with former Congressional staffer and U.S. Ambassadors, October, 2012.
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USAID was one of many Excerpts from SEED Act
agencies slated to provide Signed by the President on 11/28/1989

assistance. The U.S. Treasury B (P05 L1 [Nes O ki

€A program to support East Europe.
and Departments of Eastern European countries which have taken substantive steps toward

Agriculture, Commerce, institutionalizing political democracy and economic pluralism.
Energy, and Labor, among I: Structural Adjustment -Di r ect s t heelopjandSmpledeno
other agencies, wepdso economic reforms, to: (1) mobilize international financial institutions to

provide resources to help Pol and

invited to provide their mequires the U.S. ey

; R equires the U.S. Government to: (1) make available agricultural assistanc
EXpert,lse' The mUItIp“CIty of Poland to alleviate food shortagescato facilitate the transition to a free
agencies caused the Congress market economy; and (2) encourage parallel efforts by the European
to name a singléssistance Communityée.
Coordinatorfor Europe Directs the President to take actions to encourage innovative approaches t
resident in the State :jlet;t .rec:ucélon tof IIEDast Turopeatn CO:”::ESf e Precident o desiamat

: Private Se ctor Development - Authorizes the President to designate

Department’ who was two private, nonprofit organizations such as the Peligherican Enterprise

responsible for policand Fund and the Hungariahmerican Enterprise Fund to promote development
budgetcoordination. of the Polish and Hungarian private sectors. Authesi appropriations for the
Fundseé.

Requires the Secretary of Labor t.
The State Deparftr_nent f"’md . implementation of labor market reform and to facilitate adjustment during tt
USAID hadspecific legislation ' period of economic transition and reform. Outlines administrativehaxities
and funding for such and types of assistance authorized. Authorizes appropriations.
international activitiesOther Directs the Agency for International Development (AID) to implement a

: : technical training program for Poland and Hungary to enable such countrie!
agencies received funds devel op mar ket economiesé@
transfers fr(_)m USAI_D because Declares hat it is U.S. policy that: (1) U.S. persons, financial institutions, an
the domestic agenciegere other persons may provide financial and technical assistance to credit uniol

unwilling (or not authorizedfo Poland and Hungary; and (2) federally insured depository institutions may
expend their funds for E&E provide technical assistac t 0 such credit uni onsts

. . (‘f sound banking practice.
economic assistan eOnIy the lll: Trade and Investment - Amends the Trade Act of 1974 to remove

U.S.Treasury secured its own = Poland from the list of countries ineligible for designations as beneficiary
fundingfor the creation of the  developing countries....
Office of Technical Assistance [V: Educatio nal, Cultural, and Scientific Activities - Declares that the
United States should: (1) expand its participation in educational and cultura
(OTA) USAID was_ the . exchange activities with Poland and Hungary especially activities that assis
initiator of economic assistance devel o pment of free market é.
programs with a strategy VI: Additional SEED Program Actions - Requires the President to
formulated by the Mission in designate a SEED program coordinator within the Department of State.
Washington anapproved by Directs the President to establish a SEED Information Center System to se

. as a clearinghqusg for information relating to iness needs and opportunities
t he Coor di nlbet 0 f Q,S aﬁc? f\s/b|cu%t ary assistance to,

FDIC, SEC and Department of SourceBill Summary & Status: 101nd Congress-{9989 H.R.3402. (Final
Commerce also had small version), CRS Summ@r989). Retrieved October 15, 2012 from the Library o
programs aimed at helping to = Congress, THOMAS Web i http:/thomas.loc.gav

create market economies.

® The initial concept from the Bush Administration was
employing the knowledge, experience, and expertise of the U.S. domestic agencies. However, Congress balked at
allowing domestic appropriations to be used to fund international programs, so most of the funding was channeled
through USAID and the State Departmantl then transferred to relevant domestic agencies.
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During theinitial years, nultiple U.S. Government agencies were ialpenting programs in the
region The enthusiasm and commitment to the transitiaawidespreadhroughouthe
governmentlUnfortunately some of these programsappoinédfor two reasonsl) they were
not relevant to transitigror 2) the particular agency had no expertise in overseas assistance.
Frustration grew, too, @mnbassylevels, due to the multiplicity of assistance progrdms

Excerpts from FREEDOM Support Act
Signed by President 10/24/1992

Became Public Law No: 102 -511

I. Directs the President to designate a coordinator within the Department of State to be resporisitt@ordinating
assistance

1. Amends the Foreign Assistance Act of 1961 to authorize the President to provide assistance to the independent
for the following activities... creating private enterprise and free market systems based on the pohpiflate

ownership of propertyépromoti ng -basaldechaaismd forifaod dessikutioean
encouraging policies that provide support for the a

Ill. Encourages he Presi dent to establish American Business
must] éconclude a rei mbursement agreement withéthe S
commercial and technical assistance to U.S. businesses seekkas in the independent states.

él X. Ot her PAmendsd the iFareigs Assistance Act of 1961 to remove Czechoslovakia, Estonia, East
Germany, Hungary, Latvia, Lithuania, Albania, Bulgaria, Poland, Yugoslavia, Romania, and the Soviet Unibst fodm t
Communi st countries to which assistance is prohibit
Amends the SEED Act of 1989 to authorize the President to conduct SEED activities in any East European country
to those being conducted in Hungary and Poland (with specified exceptions

Includes Albania, Bulgaria, the Czech and Slovak Republic, Estonia, Latvia, Lithuania, Romania, and states that we
part of Yugoslavia in the definition of "East European countries" for purposes of the SEED Act.

SourceBill Summary & Status: ©02ongress (1991092) S. 2532, CRS Summé992). retrieved October 15 2012, from
The Library of Congress, THOMAS Web Sitgtp://thomas.loc.gav

By the time of the dissolution of the Soviet Union in Debeni991,U.S. governmentgencies
had two years of experience supporting transformaGongresegan to realize that
specialized development expertise wasessargs the depth afeeds became clearer.
Recognizing thathere was continued U.Political support for fundingthe Bush Administration
transmitted a draft of the Freedom for Russia and Emerging Eurasian Democracies and Open
Markets Support Act of 1992 (the FREEDOM Support Act or F8%)amending the éreign
Assistance At, Congress gavdSAID the geahead as the major implementEne law

duplicated the policy coordination eobf the State Department and an Assistara@ dnator

for the Newly Independent Statess named. FSA a@édthe remaining countries of Central and
Eastern Europe and th€ countries of th&lewly IndependenStategNIS) to the develpment
program When Bill Clinton assumedffice in 1993 his administration executkassistance
effortsthrough creation of thinteragencyVorking Groups on Central and Eastern Europe and
Presidential DirectivedNhile peace in the Balkans and focus on Bosnia were important in
Clintonbds hfei f 9t et @ m mpsedond teym incldided@He integratom 6f
eastern and westeEurope without provoking tensions with Rus$ighe unprecedented nature
of the challenge loomed larpecause of theumbers of countries amtkpth ofneeds. In 1989,

" Private interviews with former senior officials, September and October, 2012. As of FY2013, 12 agencies and
multiple Bureaus of State and USAID receive funding.
8 http://www.clintonpresidentialcenter.org/archiveRétrieved November 29, 2012.
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there were two countries (Hungary, Poland) to help transition, followed quogkly
Czechobvakia.With the breakup of the Soviet Union alater theRepublic of Yugoslavia,
ultimatelythere were 29 countriés which the U.S. providedssistance.

USAI D6 S OPERRBESPONSA L

As ar t i cul aststeatbgiciobjectlves Acleddiriy opeompetitive marketdriven

economies was critical @ddressing the overall social transition concerns in health,
environmental degradation, and conflidtarketoriented democracies would repldce o mma n d
and cont r odf Communissysiemil he shrity of this objective was a major factor in
determining USAID programmingUSAID strove to build transparent and accountable public
and private sector institutions to offer the region a better quality oAldeountable institutions

in both the privag and the public sectors waepectedo govern in a manner that responded to
needs and the demands of stakeholtd@wer the two decades of U.S. assistatt®AID

emerged as the major implementing arm of the SEED and FSA acts.

Assistancetothe Eurogen d Eur asi a region represented a se
and operations; the Agency fibroke Thdhe mol do o
A g e n teghdical assistance capacity and programming was in the Regional Masion

Europe in Waslmgton with representative offices inthe countriesre hi st or i cal fAar

relationshippetween USAID and the State Departmestame a very different one with the
EuropeMissionunder t he Co o rrdgardiragriarities and llidget aleation. o n

The evolution of USAI DO6s r letwdedanodistinditsneoper at i
periods Between 198&nd1992,therewasan undefappreciation of the immense comptees

of the transition proceshkiitially USAID launchedprojectsof a pilot or demonstration nature,

but these were fragmenteatisconnectedandinsufficient to address the enormitytbeneed.

Being housed and implemented from a single locatidnmearthat the programs were

relatively homogeneous and allowemssfertilization and ease in incorporating lessons learned.

By 1992, USAID and its parthecame to realizéha transitionwould be complex andifficult
andwould requiremulti-faceted response®n-the-ground presence was vit&l/hile program
homogeneitywas generally suitable for Eastern Europe, more tailored responses would be
required for the greater diversity of conditions in the former Soviet Urlionontrast to the
centralized operations of the Regional Mission for Eurdpepperational appro@dopted in
the NIS was t@reatelocal offices withfull Mission status.

US Al Bavegyn Servicefficersinitially lacked specific regional knowledge and language
skills. In the field, USAID hired skilledroreign Servicaationalsso thathe Agency caild

bridge the culturadnd language gaps of its dirddte personnel and tailor its ongoing programs
for thecurrenttasks.USAID added staff withlechnicaly advancedpecialtiesn areas such as
business, banking, capitalankets, and investmeWhenthe twooperational units, the Europe
Mission and the NIS Task Foreeere mergeadhto a single Bureau (now analogous to the Europe
and Eurasia Bureaud hybrid approach was adopted and sevepksentative offices in Europe
were upgraded to full Missiat’

°® USAID internal papers, excerph vision and assistance rationpfesented to State Coordinators office.
1% private Interviews with former USAID senior officials, October 2012.
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Another operational attribute that helped USAID wpendindlexibility in the SEED and FSA
Acts that was not in the Foreign Assistance Act. As a result, theS#dD processes of
country strategies, project desjgmd evaluation could be leapfrogged and teams could be
deployed rapidly to the fiel@he NIS team, which faced a more daunting task, concluded that
the regioncould not afford to employ the full pragnming rigorthatthe Agency previously
followed. There wasa narrowtime window to effect change before either the region collapsed
altogether or the forces of repression regained a
political foothold.USAID was proud of its rapid Voices from the Field
response capabilityand could deploy highly OUSAI D sent technical
skilled technical teams in as quickly as a few dayReRUtESCURIgELIEEIRTIUGERRYEY
from the identification of a neeapid response  [INe AR A At

. . . . ) international standards and best practices and
wa.s‘crltlcal qlgnryg this period of economic CUCI | C . .t sound lendina
political fragility in order to forge trust with vanSteriev
potential counterparts and maiitt momentum Worked at the Bank Rehabilitation Agency ¢
toward the transitianUSAID was praised both by the Requblic of Macedonia in 1994996
country beneficiaries and.S.embassies as hang
provided the right skillgjuickly to tackle transition issues.

USAI D6s | ead rol e i n a-svarfosnerugostaviae\thehe gignidg agai n
of the Dayton Accord in 1996, USAID responded with a huge program to promote economic

reform and recovery to Bosnia and Herzegovina, a country with a shattered economy and

political system. It not only needed to trarwmitito a market econwy, but topeace from a war

time economy. Téseapproachesvere later taken into consideration when USAID designed
programdor postcorflict circumstance# Iraq, Suda, and Afghanistan.

It was taken as se#vident thasustained economic performartemnefitinga large majority of

the peoplaevould strengthen democra@nd as welthat a political system in which people had a
meaningful voice would be more conducive to sustained economic perforrtaedinated
programdinked government, business atadbor, and local government decentralization with a
focus on economic developmebiSAID programs weralso readjustetb take advantage of the
political sentiment for freer socies and open markets, such as Kosovar independené®dbe
revolution in Georgia in 2003and the Orangeevolution inUkraine in 2004For several years
thereafter, democracy andagmomics programs were relatively balancetesources and

intensity, but more recentlgconomic assistangagograms haveeclined, while democraand
governance assistance has increased.

Dramatic economic and democratic changes took plaoceighout thedt990s, after which the

countries in the region began to consolidate reforms and the rate of change Blansgdere

madeto withdraw direct presence in those countvigh the greatest progredsight CEE

countrieswere the first tggraduate from USAID assistarid¢estonia, Latvia, Lithuania, Poland,

Czech RepublicSlovakia, Hungary and Slovenidowever, even after withdnang USAID

presence, these countries were still incorporated into development initiatives through innovative
regional programs which addressed continuing development needs without requiring a brick and
mortar presenc those relatively advanced countriége technical leadership and strategy

focus from the Regional B u rindndtiatingpreggaims t ed USAI D
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concentrating on market neei¢hen10 E&E countries became candidates to join the EU,
specific economic assistance programs étetpem meet the requirements of teguis
communautairé Thosecountries haveincejoined the EU and aeleventh(Croatia)was
admitted in 2013.

With the final breakup of Yugoslavia, USAID began comprehensive assistance programs for
Serbia, Montenegrand Kosovo in 2001. Around the same time, USAID began to plan to close
Missions for the remaining Europeaountries Bulgaria, Croatiaand Romania graduated from
assistancéy 2008.

In 2009 USAID separadthe five countries in Central Asia from tB&E region and

reassigedthem to the Asia region. This split was in response to changing foreign policy

objectives. As the transformation objective &retp fade, greater regional security concerns

emerged. How would these countries be positioned Or8etroops left their southern neighbor,
Afghanistan? Significante conomi ¢ assi stance has begun as peé¢
I nitiativeo to or i dgoincreasearade with ndiandproaide dtabtlithte s o u't
Afghanistanand Pakistan

Accordingly, in 2013the following countries receive USAID economic assistance, managed
though country missions with technical leadership and support from the Economic Growth office
of the E&E Regional Bureau in Washington: Albania, Armenia, Azerbeasnia and

Herzegovina, Gegia, Kosovo, Macedonia, Serbidkraine, Belarus, and Moldové/hile

Montenegro is eligible for assistance and receives services from regional activities, there is no
bilateral funding for the country.

™ Acquis communautairis a French term referring to the cumulative body of European Community treaties,
regulations and directives passed by the EU institutions. The term is mostsgtém connection with preparations
by candidate countries to join the Union. They must adopt, implement and enforceaaljtirsto be allowed in,
which typically involves introducing or changing national laws and setting up or changing the necessary
administrative and judicial bodies which implement the legislation.
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[I'1. CONTEXT FOR ECONOMIC ASSISTANCE

When the SEED Act Gender Practices in E&E

passed, it was thought by The Socia}list ideal called for full gender equali.ty in all aspects of life. I.n theory tk
were no limits on the roles women could play in the economy and society. In

some that Central Europe practice, however, there was aear division of labor within the statewned

could complete the enterprises. Production jobs were for men while women handled accounting anc

transformation in three to administrative functions (as well as teaching, nursing, and secretarial functions).

five years As history has
shown, he United States Interestingly, when the economies opened uphe 1.990s, this separation actually
gave women some advantages since many of the growth areas were in financial

and ourpartpers, as well as services, sales, marketing, and management, while the inefficient production job

the populatiosand the disappeared. However, it did not take long foemto take a nore dominant rolein

emerging leaders of the many of those areas, pushing women back into secondary roles. In addition, be
. . of limited access to financing and other key prerequisites, women have fallen be

postCommunist countries

o X men in new business startups.
had unrealistic expectations

about the results and Smbe From the outset, USAID programs etasized gender balance. The performance
of transition The indicators show that women were significant participants in banking and financia
magnitude of trantion sector programs as well as the srasdiale privatization efforts. More recently,
. because of the relatively slower pace of worramned business staftips, USAID
taSkS_ Wa$ underestlmated has expanded its support for women's entrepreneurship and for the developmen
certainly in terms of time, labor skills in advanced technology suitable for 21st century employment.

but also in terms of

resourcesThe elements of a comprehensive strategy for transition had no pre¢adent
market advocates believed tlifaprices wereiberalized and if statewned companies were
privatized6 good t hi ngs wo ul ¥Whileweanaa that theaelwerg long langsp e n .
andalack of consumer goods, we did not appreciate that so much of the economy created under
central planning wasildpidated, outmoded, inefficient, and often dysfunctional

The easons for underestimating the length of time transformation would &deelythe

number ottasksto be doneandhow dependent the success of one t@agon the others?)

there was highly inadequate local expertise to understand implemengtiba;amounthat had

to be accomplished in new democracies with high economic expectatio¥g;a sharp, multi

year economic declinesulting from the system brealown In sane countries and regions, war

and conflict also played a big role in delaying reforms, particularly in the Caucuses and Balkans.

Another reason fod.S. surprise was thatccording to generally applied social indicators
particularlythe high level ofeducation and literacy ratdtheseweremiddleincome,developed
countriesLiteracy, welaterlearned, cannot be equated with economic and institutional
knowledge.The education systems in the forn@gammunist countriedid not equipa large
portion of hepopulation withthe skills and mentalityneededor a marketoriented economy.

According to one retired USAID official, we
different. Supply and demand understanding was tetelp absent. Our assumptidhat orce
the yoke of political tyranny wdited, markets would prevaivas i ncrrect . o

12 private interviews with former senior officials, October 2012.
1399.67% in 1990 compared to 60 to 80 % in other USAID assisted countries. Source: World Bank
14 private interviews with forer senior officials, October and November, 2012.
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By the time assistance began under the RAe we did understand more about the
transforming economieshe countries themselves were further burdened by huge supply
disruptions, hyperinflation, and in many cases, open confliceddition, conditions in the
former Soviet countries were magnified many times ddawing functioned under Communism
for almost twice as long &entral andEastern Europe, the FSU couafriwere not nearly as
enthusiastic about transformation as were many Eastern European countries.

REQUIREMENTS TO TRAN SITION TO A MARKET E CONOMY

The collapse of the old economic systemas
an immense shock to all the E&E cduies

Most of these countriegsere completely . :
Collapse of the integrated payments and inter
unprepared for the challenges they faced enterprise settlement system.

resulting in severely disrupted production o  Financial flows and settlements within and

Disintegration of the Economic Space of the
former Soviet Bloc

and tradeandmore seriousnultiplier effects (especially) across the new borders dried up.
throughout the economies of the regidhe ¢ Inter-enterprise links under the widely practiced
prospect of totaleconomic meltdowmas informal enteprise networks (managed by the

terrifying for the newi d e mocr at i ¢ o Lkachiorexpediters) broke down.
e Budgetary and investment subsidies were

governments as there wdesv functioning

eliminated.
social safety nets in plackluch of the e Large, implicit energy price subsidies to the
productivecapacitywas obsoletand Republics and to the European countries were
products created under central plannivege discontinued.
not competitive on the world market e Formal and informal tradbarriers were erected

not only among the NIS but also within countries.
e Integrated power grids collapsed as did much of
the integrated water systems (especially impactir

Productionwasbased upomvhat poitical
leadersvanted not market demands

Uneconomic, inefficient, polluting, corrupt, the CARS).

politicized energy systemgerein place e Three million ethnic Russians returned to the
Blackouts were commomandbusinesses mother country from the othe CIS republics,
suffered In the aftermath athe collapsgthe finding, and causing, significant resettlement

freeing of resources was a necessary but problems in an economically depressed Russia.
e Unrest and civil war broke out in Georgia,

|nsuff|_C|ent condlthn for creating . Armenia, Azerbaijarthe former Yugoslavia,
meaningfully sustainable economic growth. Taijikistan, and Moldova.

Marxist economic-philosophy held that competition was duplicative and wasteful and

consequently, uring the central planning era, ordyhandful of firms typicallyvould producea

particular product for the entire bldeor example, Belarus produced tractors for the entire

Soviet Union. There was little product differentiation, and the monopolization kept innovation

from entering the ecamic systemEconomies werdighly integrated An extensiveransport
infrastructureoperaing with large implicit subsidieandwithout consideration of cost and

economic rationalenade this possibl€ The disintegration of this economic edificadalready
started as a resul t o f-entérprisedirks Hacdbedgus to drénlBdownyr e f o r
along with a loss of central contr@Ver subnational authorities.

15 See, for example,inn, J.F. 2004. Economic (Dis)Integration Matters: The Soviet Collapse Revisited.
Washington, DC: Brookings Institute
http://www.brookings.edu/~/media/research/files/papers/2004/16eu281inn/200410linn.pdf
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Reversing theconomic disintegration went beyond maegmnomic stabilization, préc
liberalization, and privatization, requiring systerggal and regulatory reforms and thalding
of market institutionslf our goal was to develop a successful market econtihregwe needed
to incorporatehe elementsf developed market economiego those countries\ well-
functioning market economwould require*®

Predominant private ownershipA key needvas to shift the goods, services and factors of
production from thgovernment into private hand3rivatization was needed for market pricing
as well as for inngation, both of which ardey divers ofefficient allocation of resources and
economicgrowth. The objective was to transfewaershipand managemei the private sector

Rule of law and fair competition policy teupportcommercia activity. Market efficiency is
facilitated by acountabilityand transparengchievedhrough sound commercial lawawsfor
protection of private property, enforcing contracigjanizingand operatingnterprisesand
licenshg of economic activitygenerally did not existCoordinated efforts between parliamentary
bodies, the executive branchaad civil society to develop commercial law were absEmtre

was no check on monopolistic behayi@nd noprocessinder which to reésucture bankrupt
enterprisesNo regulation of economic enterprisgistedto protect owners, consumers, or
workers or meet public policy objectiveand no institutions supervideompliance or enforck
this body of law.

A system of financial intermedtion including an independent central bank and real financial
institutions. No independent institutiomplemened monetary policyand nosound private
financial sectoexistedto allocate savingsnakepayments oprovideservicesThere was no
financial sector regulatory instituticio supervise the structure in which financial institutions
operatedUse of credit cards or other instruments of retail ban#idghot exist Once prices
were liberalized, inflation needed to beught under contrglet but there were no instruments
for implementation omonetary and fiscal policy.

Robust level and structure of private investmeBefore the transformation, authoritidsected
captal investment andet wages and consumer pridgéapitalinvestmeniwas managed
bureaucratically, resulting in many projectshwtolitical, not econont aims.Private investment
would berequired if the newlyprivatized enterprises were to be restructued operatedlong
market principlesand if new businesses were gpto be started to meet demakdreign direct
investmentvas needetb bring capital and technology into thee g i ecamdinges

An effective system of fiscal budgeting and taxatidinder theCommunist systenstateowned
enterprises funded governmert\@ces.With privatization, governments had no revenue with
which to provide public services and a social safetyTtetre were no systemsgenerate
government revenue and then allec&tbased upon societal need.

Good governmentrinally, in a free market economy, we expect that government should be
reasonably efficient, not excessively corrupt, and held accountable to delivery of public services.
Thepolitical patronage of thEommunist Partgreated a system in which influenceyailed

18 Marer, internal memorandum, 2012
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over merit. A civil serviced promote rather than hindbusinessctivity was missingThere
existed no partnership betwettre public and private secteto promote economic growth.

DIFFERENCES AMONG THE COUNTRIES

In all the E&E countries, th8tate was dominant in all aspects of personal and economic life.

With a few exceptionshere was no private sector econoffige state wasearlyomnipotent:
responsi ble for invest ment aedudatiggandbctoicedf i on dec
profession, employment, compensation, the social safety net, what and how much could be
consumed, and how much everything cesy,,healthcareThe transition had tohangehe

relationship betwen the individual and the statehere to rechw the line between the

responsibilities of private citizens, enterprises and the state.

While there were similarities and common characteristics among all of the couhtresyere
differences from country to country based on history and otheradgeaiditions Communism
came to th&CentralEuropean countries after WWII, and there was some institutional memory of
private markeeconomicsThe Soviet Uniorhad experienced 70 years of Communism

almost none of the population hexiperience with pvate property rights or private enterprises
Go r b a glsnostogenness) anperestroika(reform) policiesntroducedsome
decentralization of economic decision making, but this backfired because of the absence of
competition and other key market feas.Hungary had undergone partial reforms affording a
limited, albeitfrequently changingscope for private economic activiti€xcialist Yugoslavia
had some elements of private markets, but was devastated by the yearsdof viaa ni a 0 s
isolationist rgime resulted in an extreme low level of developm€nnflict in the Caucasus
held back transformation in those countries.

Five distinguishing featwes had to be taken into accoumadditionto economic and population
size, levels of developmerandethnic, cultural, religious, and linguistic compositions that were
region country, or subcountryspecific

1. i M sTeemost profound challenge to effective econamainsformation was the extent
to which people had become dependent on the, S&dbeer than taking personal responsibility
for actions. This nmdset was much deeper in the F&lintries, but present througholt.a
system used to propaganda, there was a high level of skepticism as new public education
campaigns were launched witropmarket messages.

2. Recent conflictThe difficulty of transition was compounded in locations that also
experienced conflicin nearly all countries that had gerienced armed conflidtwas necessary
to deal simultaneously with humanitarian assisgameconstruction, and transformation.
Economists have quantifigde impact of conflicas beingon averag@about 16 percent of
GDP}" and as welthe conflictsdelayed transformation by as much as a dedemteexample,
Serbi abs ec on o egarconly adtdr confliots endletl io 200 s b

1 Selowsky, M. and R. Martin. 199Policy performance and output growth in the transition econoifires.
American Economic RevievB7(2), 349353. Nashville, N: American Economic Association.
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3. Territorial integrity/sovereignty/statehoodvany countries of Central Asia had no previous
histories as modern statdsany institutions of national government were not developed before
Soviet timesOthers (.e.,republics of the former Yugoslayiblkraing had not developed
recognized sovereigntgndwere lacking thénstitutions of a workable governmemNational
boundaris did not reflect ethnic allegiancasd historical facts.

4. The severity of theqst1989 depressianSubregions with seemingly acceptalpies-1989
living standards suddenly became poor owingtothesol | ed At ransf or mati on
50 percent declines in GDP).

5. Sense of social cohesi@nd economic visionSome govern@nts and their populatioimada

vision of the economic model they wished to adopt, while otbetsiot Hungary sought to be

like its neighbor, Austria, while the Baltic countries aspireddoievethe level of social

programsof neighboring Scandinaviéh Czechoslovakia, the Czech half aspired to be like its
western neighbors, while Slovakia was sl ow to
di voFoe. several countries, the Acarroto of o
countries were Wing to adopt the norms andstitutions of a market econony order to do so

Others, e.g., Bulgaria arMoldova had no coherent popular vision, but were rather bipolar, as

some of heir population wanted to lookestvard, while othersvanted tdook eastvardtoward

Russia. Albaniavas so isolatednd backwardluring theCommunistperiod andhadso little

contact with the West thatwasunclearas towhat face it wished to put on the market economy.

While generally all the countries wefiep 4Araerican0 and wel c o me chbséhceS. as s i
of a uniformly acceptable vision of the future meidwatt assistance was difficult to absaob

was met with resistancer progressed more slowly than in those countries where assistance

directly contibutedto acommaonvision.

It was even more complicated in the countries of the FSU. The conditions of tH&tglogst

period meant thafommunismwas further entrenchethere was more fganentation of trading,

supply,and consumer relationshipghefi s @Ir fi vat i z asttiaocn e dt ruemdder Gor b
openirg, was nearly as dii€ult to reverse as Communismanager®eganto control the assets

of their enterprisewithout legal ownershiprhe internal dichotomy between reveling in new
independencaend f ear of being on onedés own without f
liberalization and reform. Ofteountry leadership would declare an intention to liberalize,

while government officials would not facilitate the practical aspects of openingdheray.

USAID officials often characterizetthe search foa particular outcome for a sound market

economy, such as land privatizatias, a battléetween those with a view to making markets

work and those wanting to keep the vestiges of privilege fdPdtg bureaucracy.

For a variety of reasons Russia preseatedique casdé.he Cold War history made Russia wary
of too muchwesterninfluence.Ru s s prid&irsits historyjts swings between oppression and
free will; its intercontinental ballistic missilea determination not to appear weakd absence

of a coherent visioaffected transitionSomeRussian reform leaders such as Anatoly Ciaiba
and Yegor Gaidar had in mind where the country should, leadhithout practical experience

of how a market economy worksdthe ability to gain political power
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Also, the dominance of its natural resource companies, such as Gaajpograd Russiaat
manipulate the economic success of its neighbors. The ability to sell its natural resources in
world markets provided revenuettee government and its insideRussia has emerged as a
mixed economy comprised of a state sector coexisting with oligagnkecprises dominated by

economic elites who benefited from the transformatedongside an active but less influential
independent private sector
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V. USAID APPROACHES BY TECHNICAL AREA

OVERVIEW

The multipled i mensi ons of &ah®rgltebhiical apesspdgcroasrre and
geographymake description of its entire assistance effort difficult to express sifipdyactual
story and work otthe-ground was more compleXhe importance of the timing, sequencing, and
inter-connectivity between different activity areas is now much bettgenstood than at the
beginning.For example, without capital markets to trade shares, privatization of entegorises
massecannotmeet its goal of creating thousands of new shareholdegsl and regulatory

reform of the business climate must accompargcthelp to new companigsnterprises need
support to access financirand Central Banks require supervisory infrastructure to encourage
financial institutions to extend financing prudently.

Neverthelesdor the purposes of this report, we hagparatedhe description of the main
technicalareas of economic assistan@éhile this section describes each tachharea
independently, we have attempted to point out the technicaldoterections between the
different programmatic elementgheneveipossible

From 1989 to the early 90s, thjorf ocus of USAI Dé6s programs was
stabilization angbrivatization,implemented through a variety of contracts, agreements with

voluntary organizations, and funding transfers to other U.S. govetragenciesThese initial

projects were rapidlfollowed by programsimed atpromotingfiscal, financial and energy
reform;creating a body of commercial law supporting ptéessector and private properayid

building andstrengthening private enterpeis Across all these areas, there was emphasis on the
transfer of skills to build human capacifyhese general reform efforts had to be taildrased

on countryconditions.

Within the comprehensive strategy, each technical area had multiple, snmatigescshort in
duration (up to 1 yearand narrow in scope which allowed intensive support to overcome
constraints to market developmeAs more constraints weencounteredJSAID moved

quickly to providea responseOften, four or five projects ia technical area would be
simultaneously working oniffierent aspects dd problem,andwhen one project would finish,
another would follow to build upon and consolidate the progress.rnrageEsponse to the

lengthy nature of development, projects hadbtlwiv one another beyond the usual three to five
years of a funding strearnihis was only possibleecause athe use oflexible and innovative
procurement by thE&E Bureau'®

Within each technical area, the geographic se
region followed the opportunities that opengxn theNorthern Tier Albania,Romania,
Bulgarig then in the Baltics, east to Russia, south to the CekérahRepubics, westto West

8 The most responsive of these procurement tools were a series of indefinite quantity contracts (IQCs) through
which the Agency had access to hundreds of experts. USAID required that the organizations that participated deploy
the expertise rapidly, often thin days of a request by counterparts or identification of needs by USAID technical

staff. A sense of urgency was shared by USAID technical staff, contracting staff and implementing partners.
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NIS (Ukraine, Moldova, Belarus) and in the Caucasus, then on to the remainder of south Central
Europe and Southeastern Europe which was the former Yugoskméaaap)In the sections
below,we discusfiow approaches were adjustasl UAID moved eastward and then south and
westward into the postonflict Balkans.

USAID Presence in Europe and Eurasia Overime

Start of USAID Presence

1989 -
1990 -
1991 -
1992 -
1993 -

Estonia
91-'96

Latvia ‘91-'99
Lithuania

1994 -
1999 -
2001 -

LN

'91-00
Belarus

Poland 1992
‘89-'00

Czech A
Republic ‘90-'97 Ukraine

Slovakia 90-'00 1992 Kazakhstan

Romania
'90-'08

Hungz Bl
S 8999 gt - 1992

‘93-97 Croatia

Bulgaria
i ‘90-'08 eorgia 1992 Uzbekistan Krygyzstan
Azerbaija xe 1992
Armenia . |gog —
1992 Turkmenistan e

1992
1992

MACROECONOMICS AND F ISCAL REFORM
Objectives

US A | pribnaryobjectives wereto promotemacroeconomic stability arfscal sustainability.
Thecountriesneededassistancéo construcentirely new fiscal systesfor revenue generation

and budgetingfor maintaining price and currency stability, and for encouraging the growth of a
market economy based on private setteestment.

Context
When the Communist economic system collapsederaproblems immediatelgrose. hflation

soared duéo the combination of supply disruptions, price liberalizateomd sharp exchange rate
devaluationsThe countries confrontetiese problemgithout the institutions, expertiser tools
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required to amelioratdhose challenge3hese challenges required strengthening the key
government economic institutions and adopting and implementing policies to:

Continue price liberalizatiowhile bringinginflation to singledigit levels

Limit unsustainabléevels of government expenditures

Implement an efficient and famodern tax code and tax administration
Avoid balance of paymentwoblems (i.e., currerdccount defici) to reducehe
accumulation of exces®y unsustainable external debt
Keepunemploymenat levels that are socially tolerable

¢ Restructurehe sectoand productomposition of the economy.

As prices soared, bringing inflation down became the highest priority oiceach nt r y-6 s macr
stabilizationeffortThes e nascent fimarketo economies with
unclear political legitimacy, limited financial discipline, and weak economic institutions had to

adopt and implement a huge number of nest well-understood policies. To promote

sustainable economic growth and keep inflation down at satiglelevels over the mediuto-

long term would require the complete structural reform of the economy and the transformation of

the economic institutions, goles and practices.

The governments also inherited the burden of funding the retirement and sociaheafety
systems built up during the Socialist perid¢hile funding these expenses largely had been the
responsibility of the statewned enterprisesnce the SOEs were privatizede burden fell to

the governments which had accept the responsibility &ce civil unrest.

Over the mediunterm, the top prioritiefor assistance werg

(1) Strengthening the competence and ki#aw of the Central Banlof monetary authority in a
few case<y to establish and implement appropriate monetary policy framewaakd
introduce standard monetary policy instrumenttuiiog open market operatidrthe
buying and selling of financial assets.

(2) Building the domest and internationatredibility of the Central Bnk.This is important
because it impacts inflation expectations, which is a key determinant of the outcome of wage
bargaining throughout the econonfrty.most of the CEE@ncluding the Baltic States),
Centmal Bank independence was established quickly and credibly because it was an aspect of
IMF conditionality, as well as a membership requirement in the EU.

9 USAID technical assistance programs outside the rragsal areas focusing on building a marietented

banking sector, an effective bank regulatory authority and enterprise and bank privatization also played a key role in
helping these countries to achieve several of these listed objectives including CentraleBldrility, a welt

functioning banking system and hard budget constraints imposed on SOEs.

2With the breakup of the Soviet Union and Yugoslavia, each new country had to establish a Central Bank. This
was usually done by transforming the republic Idrainch of the previous Central Bank into the new Central Bank,
assuring some level of organization, staff and experience existed at the start. These countries also had to establish
their own currencies, though several CIS countries continued to use tiarRuble for many years and

Montenegro and Kosovo adopted the Euro.
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(3) Establishingcurrency convertibility fointernationakransactiongs soon as possible to
ensure meaningful import competition and the establishment of relative prices to guide
resource allocations.

(4) Adopting prudent fiscal policis also essential for inflation control. A separate section below
focuses on the fiscal pibblems and reform efforts in the region.

(5) Imposing hard budget constraints on firms and financial institutnsduce budget
expenditures, change lending practices at banks and prevent further misallocation of
resources.

Approaches

Macroeconomic Staitity

In the shorterm, these countries neededadopttight monetary policyntil inflation had been

brought under contrdt: This was done relatively early and consistentlyelght of the terfCEE

countries althoughmuch less so iRomania, BulgariaRussiaandthe othei=SU countries

Poland is an excellent case study showing how strong domestic determination and leadership,
combined with external support, could implement drasticmadroa bi | i zat i on. I n 1
inflation exceeded 600 pexct. Something had to be done quickly and decisivilylanuary

199Pol and introduced a painful but effective s
t her &was fpllowed by Czechoslovakia (facisgmewhat loweinflation, so its quick

and succssful stabilization was less painful), then, more gradually, by the other CEE countries.

The IMF playedaleading role throughout the region in providing both policy advice and balance
of payments/budget support through their sizeable lending progrgmsmoete macroeconomic
stability and start the necessary institutional reform and modernization. To help these countries
tackle their serious economic imbalances, price and trade liberalization were initially the highest
priorities. The early IMBrogramsalso included measures to control expenditures, set interest
rates and credit ceilings, impose new tax measures, and establistier twamking system. The
World Bank, OECD, EU, UNDP, U.S. Treasury and other bilateral donors were involved in
policy advie and technical assistance.

2 Oneimmediate taskf the stabilization programsas to wipe out the liquidity overhaitipe excess supply of

money relative to the supply gbods and servicémherited from the cerdl planning regime. This was

accomplished mainly with a sharp jump in the price level, through deep cuts in consumer and producer subsidies,
accompanied by fiscal and credit restraint. The subsidy cuts, along with some harmonization of indirect tax rates,
also contributed to an econormde realignment in relative prices.

%2 poland stabilization package was introduced on January 1, 199%0e obj ecti ve was to re
inflation approaching ,000percentin 1989 to about percenfper monthby he second half of 1
main measures focused ostaepreduction of domestic demand by (1) the drastic reduction of the huge budget
deficit; (2) severe restrictions on credit creation; (3) a sharp devaluation of the zloty, keepirgfirfixg/ear so it

could serve as a nominal anch@) introducingcurrentaccount convertibility and import competition; (5) a-tax

based incomes policy, with prohibitive taxes on any increases in the wage bill that exceeded a predetermined
indexation cofficient linked to the current rate of inflation; and (6) comprehenpiice liberalization.
Interestingly, Polandés shock therapy was more succes
it is likely that in retrospect currentdayecomi st s woul d not have supported it
Europe.
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Fiscal Reform

For the most part, the wave of hypeflation subsided by about 19%%. Once macroeconomic
stabilitywasgenerally achieved, USAID turned its attention to helping modernize the operations
of the Firance Ministres andl'ax Authoritiesto develop competent and w#lained government
officials, and to strengthen tih@x and budget legal framewoikwas well understood that

reform of both the tax and budget systems would require major structural dfemgesew
laws/policies/procedures to the overhaul of key institutitmthe tansfer of skills and expertise

to tax/budget officialsandto the education of both parliaments and citizéhsch of Western

fiscal policy and practice was based on concepts foreitiretgovernments and populatsoof

the region

Unlike in most Western economies where a strong finance ministry is the central fiscal authority
controlling tax and budget policy and implementation, in the Communist countries, the center of
power was th@lanning ministry, which determined the size and allocation of resouficesice
ministries mainly played an accounting function, keeping the books and recording the transfer of
resources.

Fiscal reform and the construction of a totally new tax angéuslystem was thus a critical

aspect of the transition to a democratic market economy. It was in fiscal reform where these new
democratic countries had to answer basic questions of what economic and social responsibilities
should be assumed by the stai@y much should the state spend on them, how the revenues
required to finance theshould be collected, and, on the other hand, which responsibilities

should be left to individuals and the private sedtosum, whatvasto be the role of the state in
theeconomy and in society? And whadssociety willing and able to finance through taxes?

This was a daunting tasRkot just a matter of adopting new laws and policies, establishing new
and/or modernizingxistinginstitutions it required a fundamental chge in mindset of both
politicians and the populatidti.

Within a few years USAID became (and has remained) the leading provider of technical
assistance in fiscal reform’in most of the countiiresughhandson technical involvement.
While the fiscal refrm programs varied in size and focus, political commitpaard absorptive
capacity, they all shared common elements as countries faced similar chakengéh. other
economic reform areas, USAID fiscabgrams took a comprehensiapproach, workingm

e Tax policy developing modern Westestyle tax codes (covering income,
corporate/profit, value added, and excise taxes) based on transpareptigitgim
efficiency and equity

¢ Tax administrationincluding taxpayer registration, modernizing collectiyocedures
and enforcemdnaudit and taxpayer services

23 Even in the CEE, where the leaders and populations generally understood the distinction between the private and
public setor, there wasnot surprisinglyreluctance to give up much of the cratilegrave government support

(albeit at minimum levels); citizens wanted t@vernment to immediately provide large West European social

welfare programs without, however, the resources to support them.
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¢ Budget formulation and executibimcluding introducing budget processes and Treasury
operations, macroeconomic and revenue forecastimyexpenditure accounting

¢ Integovernmental fiscal relationscluding sharing of revenue and spending authorities
between tk central and local governments

e Pension reformreforming existing payasyou-go systems and promoting a mix of pjab
and private systems.

There were early successes in helping countriesitopgaliamentary support for new tax codes.
However, even when new taxes were adopted, there were few tools and practices in place to
collect the revenue#n the shorterm, deficit reduction critical to macroeconomic stability had
to rely more on contrbhg expendituresin this regard, USAID programs focused on helping the
Ministries of Finance increase their capacity to limit spending (as opposed to supporting the
mediumterm work to reform budget formulation and executidm)articular, USAID
continuedthe work that the IMF had initially undertakenset up and strengthen a Treasury
function (which had not previously existed) in the Ministries of Finafhbe.establishment of
Treasury accousthrough which all budget transactionsstpass waessentiato enabling the
government to implaent tight spending controls, minimig&trabudgetarytransactionsand
therebyhelp controlthe budget deficit®® This also required a key refoirie introduction of a

new budget classification system basadot he | MF6s Government Financ
USAID programs helped to operationalize.

An important feature of USAID fiscal reform programs was the extensive use dgtlong
technical advisors (supplemented by stierin expertsjesident incounterpé institutions
(generally Ministries of Finance/Tax Authoritie$heybecame an integral part of the local
team often serving many years in countries of the region, thereby gaining credib8iiD
programs also made a point of working across alll$esfcounterpart organizationghis
approachhelped deal with the frequent change in the top officasuring that departures did
not undermine the programdditionally, it built commitmentand continuityfrom the officials
charged with implementaticand enforcement of the new policiéssome caes, detailed
Memorandadf Understanding with the counterparts were effectively used to promote lany
focus on reforms required.

One of the most importatasks that USAID took on was to strengthed arodernize the

Ministries of Finance and Tax Administration Departmenktgse institutions were weak and

were unprepared to take on a myriad of totally new rdlkesre was limited capability to carry

out the most basic fiscal functions of tax policynfioitation as well aghe economic forecasting

and analysis on which good fiscal policy re3tse most highly educated officials had only
rudimentary understanding of the concepts of modern tax and budget policy and execution.
Training had to begin esseaity from scratch and much of it had to be donelajob.

Furthermore, there were essentially no data collection systems (outside of Russia where all the
information had been centralizetew data collection systems were urgently needed

% n theprevious centrally planned system, it was the banking sector which in large part was responsible for
recording and accounting for financial flows.
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In the late 199080 S Al D6 s phiftedfpcus taward promoting deeper structural reforms of
the fiscal systems, working in areas that not been considered high priorities in the early years.
For example, many countries had a@olpelatively good tax codes that were viewed positively
by the private sector and foreign investétewever, compliance wassignificantproblem and
revenue collection remained low as few resources had been devoted to buddipgrateax
administraion system which waquiredfor effective revenue collection. This was a huge
multi-year task which required not only organizational/procedural reforms and appropriate
automation and computerization to support these reforms, but also extensive training of
thousands of stafflaxpayerregistries had to be established, useable tax forms developed,
taxpayer service units had to be formed and audit policies and procedures insfitutie f

USAI D6s assistance was done i nhacwerefundingct i on
computerized systems.

On the budget side, programs moved from a focus on

spending control to the mediu@nd longeiterm goals Successes in Promoting
of effective budget formulation and execution. USAID  Macroeconomic Stability and the
also began to focus on helping to put in place key Foundations for Modern Fiscal

analyical functions/units within the Ministry of _SyStem
Kazakhstan, with the help of USAID

Flngnce, S.UCh as a Macroeconomlc and For.ecaSt.mg technical assistance, was the first countn
Office, which provide the economic context in which i, the NiIS in 1995 to adopt a

annual budgetaereformulated.Strengthening the comprehensive Tax Code, which then
budgetary process involved working not just with the = served as a model for other Nigbuntries
Executive Branch/Ministry of Finance, but with (such as Kyrgyzstan in 1996). One of its

Parliaments which now had an active legal role to pla MoSt important features was to provide a
positive tax environment for foreign

As spending quC|S|ons in the previous system Were  investment without providing any special .

determined by a rel ati VE€ incentves. Kazakhstan also implemente¢ C |

another area where expertise was lackiftycation Treasury system that allowed the Ministn

efforts were needed before intensive training could = of Finance to consolidate, control and

begin.USAID designed programs to help both the | account for all government revenues and
liaments and thainistriesof finance conduct expenditures in a single account. Moldov

par . ; . Lo established the Center for Budgetary anc

meaningful budget analysis, a key to setting priorities Financial Analysis in 1996. It was the firs

and the formulation of budgets. This wakiaved country to establish an independent

through a fiscal analysis unit in tparliamens. capabity to support the Parliament.

As the architecture of budget formulation and execution took hold, USAID laesgésting in
promotingthe longefterm goal of establishing resultsiented budgeting systemEhe goalwas
to chang the focus of budget decisions from meeting spending targathiwving results, in
principleallowing governments to deliver better services to citizens.

Another major emphasia all fiscal programs was promoting fiscal transparency, including the
openness of tax and budget processes, audits of public sector spending-aod gution
measuresActivities worked to improve government procurement laws, ensure less arbitrary
enforcement of tax laws, promote adoption of ethics codes of civil seraadtstrengthen
parliamentary oversight.
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Pension System Reform

Within the Communist systemikie funding ofpension and retirement benefitaslargely the
responsibility of the indidual stateowned enterpriseslowever, as the stat®vnedenterprises
collapsed and/or were privatized, governments generally took on the responsibilitysionpen
and retirement benefit$his placeda huge financial burden on governments, but the risk of
social unrest meant that governments could not simplydiate thoseesponsibilities.

Most systems were in crisis and technically bankrupt due to aging populations, low retirement

ages, high nominal contribution rates but low compliaibe.financial burden ofthé s o ci al i st
safety net was crowding out risl investments in infrastructure and education as well as

burdening business&sth high contribution charges

Improving the fAsaf ety anmldSAD fidead progranes startechtdo dpyote pr i o r
resources to pension reforithe primary modefor pension system reform was Chile which had
faced (and sol ved) alostdbilize thesburden of immédmte outiayst he 1 9
governments were encouraged to raise retirement ages and reduce #rtbBtsame time,

longer term stabilityvas strengthened by encouraging the introduction of mandatory and

voluntary private pension funds.

In Eastern Europe, USAID becaroee of the primary providers of technical assistance to
support pension reform, working in some aspect of the reform praotegelve of thefifteen
countriesThis ranged from analysis of systems and advice on parametric changes to improve
efficiency in Bosnia, Montenegro and Serbia to helping establish pension regulatory institutions
in Bulgaria, Hungary and Macedonito governments in those countries, at firgimprehensive
pension reform wasontroversiabnd politically fraughsince it could be seen bseaking
promisesUS Al D6s t echni c alsupeosdes publieducatioe angwarerggssa ms
campaignsn severakountries, for example Bulgaria and Croasiagwereinstrumental in

helping win political support for pension reforin.addition, USAID programs helped develop
collection and information tracking systems to promote confidence in the system with dn adde
benefit of improved customer service.

In Kazakhstan, Ukraine and Armenia, USAID provided critical support to the governments
helping them put in place the overall strategy for reform, providing economic snadel

helping to draft legislation and relgtions.Kazakhstan was an early success story in establishing
a multipillar pension system.

Successes, Disappointments, and Remaining Work

SuccessedJSAID made a major contribution to the shtatm goal of promoting

macroeconomic stability, especiatlgficit reduction, as part of IMF prograni&ograms also
helpedestablishnfrastructure for a fiscal systn that promoted private sected growth.

USAI D6s comprehensi ve tseeadgthan nonstlies af inanegght ance he
increasinglycompetent staffto: (1) enforce tax policies and increase revenue collection; (2)

perform budget formulation and execution; and, (3) in so doing, promote a foundation for fiscal
discipline underpinning sustainable economic growtiese programs worked ¢euseJSAID

recognized the need for loitgrm regdent advisors in fiscal reform and because thege
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designed and implemented in collaboration it U.S. Department of the Treasury, other
donors and IFls, particularly the IMF and World Bank.

Disappointmentsin many cases, the longarm goal of designing a@rnestablishing fiscal
systemsbothbudget and taxdid not mesh well with sheterm expediency of promoting
macroeconomic stabilizatioBE&E governments experiencedry successes withehhelp of

IFls, including USAID, in adopting new tax codes were out of sync with capacity to collect

taxes. This set back the cause of tax reform as poor compliance and ineffective administration
discredited new laws. A better sequencing of policy and mdtrative reforms would have

avoided this situation. Despite a large amount of resources devoted to tax administration, it still
remains noftransparent, inefficient, and subject to politicization and corruptionany

countries within the E&E regiorOnthe budget side, the realization was thatdlytake years to
implement program budgeting requires a generational change in mingdsetuding rigorous
evaluation capabilities to assess government programs and design more effective ones. Social
safey nets are still largely dependent on government assistance and historical levels of cash flow
for retirees are anticipated to be strained for decades or Idtayesion refornis constrained by
political will and extr enseloyn esresnpasiieniseseltfg iivne n
continues to face challenges due to policies that do not promote the growth of private savings for
retirement.

Remaining WorkMany of the countries remaining in USA
accountable fiscaluhorities. Taxation and spending are undoubtedly the most politicized areas

in E&E countriesrequiring fortuitous alignment @ublic and private interest. Additional

technical assistance is requiregptomote budgeting, tax simplification, technologyla

computerization to monitor tax compliance and spending, and improve understanding of fiscal
systems. This will help reduce corruption in tax administration and government spending. On the
pension frontassistancesould accelerate public awareness ohbéfts of pension reform for

sustainable oldge and disability retirement. This will encourage continued social stability and

public sector fiscal soundness, both keys for {tevghn economic growth.

PRIVATIZATION
Objectives

USAID supported privatizatioasessentiato open, competitive markets, believing that the key

to living in a democracy was valuing private, not state, ownership. In each of the 29 countries

that received economic assistance, support to some form of privatization sought to rgaeh the

of having more than 50%f the economy undgrivate ownership. Speed and the creation of a
shareholder class, even if the process was imperfect, were viewed as necessary to achieve private
ownership?

Context

Centrally planned economiggeredominated by heavy industriesth unusually high energy
and materiaintene modes of productiofin contrast to the U.S. in which the service industry

25 Jesse, D. et al. 2003. Strategic ObjectiVigashington, DC: USAID Office of Market Transition.
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and small businesses dominaténder @mmunism, lhese statewned enterprigsSOEs)were
viable lagely due tgoolicy-driven,nonrmarket factes. Much of the production was geared to
serve the economic and political interests of the shatecessful transition to a marketiented
economy meant having to discard an enormous amount of unsuitable o@unct capacity
andled to large declines in output and massive, painfgds of jobs and incomé&hienascent
private sectocould not pick up the sladickly enough to avoid a depression-kka
collapse®®

As the economies opened up, thelgetary implicatio of keeping thee now norviable SOEs
operationgleven at low levels, wanormousHard budget constraints on the enterprise sector
were required to lay the foundations for macroeconomic stability and the implementation of
marketoriented fiscal and monetary polici§$his meant giving priority to removing the state

from ownership of both financial and néinancial enterprise€Consensus among reformers was

to sell or giveprivate ownershares in large and largeedium industriaBOES, storefronts,
warehouses, housing and land as the first critical step toward a market economy. It was believed
that privatization needed to be accomplished as soon as posgjtd@t@conomic freedom and
prevent any turning badk communism

Much d the design of pxatization was in the minds of the Eastern European reformers before
USAID and ouWesternpartner aid agencies began to engage with tHénterprise

privatization activitiesvere divided intdive basicprogramsmass privatizatiofMPP),caseby-
case(large enterprises involving direct investmeimicluding banks)strategidinvolving the

major infrastructur@arastatalsin the telecommunications, energy, transportation secsmsjl|
scale(with the objective of privatizing disbution channels), anidnd privatizationdescribed

in the section on agriculture and lamelow). In some countries, USAID assisted with all types
of privatization, in others, its efforts were more limited.

MPPwas the process through which shares ofiganies were auctioned to the general

population either directly or through exchange of vouchers for st@oespanies did not go

through a preparation process similar to a mabksed mergen aninvestment banking worjd

theywer e s o IMPPcéne 0 ba viewed as the best way to quickly remove the state from

both the management and the financial problems of thousands of companies, which weighed on
the budget while giving citizens the fAbenefit

Caseby-caseand strategiprivatizaton, in contrast, required greater preparation of each
enterprise soldThese enterprises were given a market valuation and usually the sale was
conducted through negotiatiorfSovernment structures were put in place to identify the owner

% As we say earlier, at the start of the transition, this reality was not well understood among some U.S. policy

makers who believed that these cdewloped soalsthawasrequireadot fiund
was to privatize, promote prit@iinvestment and get the government out of the way. A few years into the process, it

was recognized that transition required more fundamental changes in institutions, policies and behavior and well
functioning government institutions which played theiprgpriate roles in a market economy.

" Leadership irPoland was a team led by Leszek Balcerowicz, Poland's leading economist, Minister of Finance and
Deputy Premierln Czechoslovakia, Vaclav Klaus, also an economist, Minister of Finance and secondmRrefsid

the Republic led the design of voucher privatization. In Russia, having gained consensus between both Parliament

and Yeltsin's Coalition Government, Anatoly Chubais and others seized the opportunity to set out the programmatic
design for a mass p@tization program.
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of the enerprises as well as the seilén some countries they were one and the same (e.g., state
property agenciesin others, the enterprises were owned by a national trust and sold by the

Ministry of Privatization.Small scale pvatization was conductetirough auctioned sales

directly to individuals, usually for casbinlike mass privatization or cad®-case, smakcale
objects were usually fAownedo by the | ocal gov
agency or line ministries.

Approaches

Northern Tier, Bulgaria, Romania and Russia

The first projectsnUS Al D6s economic asvwPkh amecet poaséw)] i 0
efforts were to fund implementatiaf the processot the designThis included steps to

inventoryt h e @ c o mp a n itizeds tbansteotheim eto porporateagnst register

potential buyergusually the entire adult populatigr@nd supporstate and local privatization

agencies in organizing the sale/auction. USAID assistance supported the building of an

institutional néwork (staffed domesticallyof over 700 privatization centers key to the

registering of buyers, exchanginfvouchers, and saeJSAID projectteams handled

corporatization (changing the company from part of its line ministry into a joint stock company

or similar corporate entity which could actually be sold) and preparation of lists of companies for
sale.

A few countriesthat received USAID assistaneich as Hungary, did not undertake mass
privatization but instead wanted stigiteinvestors. In Hurgry and Czechoslovaki&SAID
provided support for privatization with interested foreagguirers USAID funded teams of
International Executive Service Corps voluntesrdinvestment bankers to work with state
property agencies to prepare large entsepfor sale and negotiate those witidividual foreign
buyers.Preparation inaded identifying companies the government had decided to sell
valuation, negotiation of starting price, and managing the information disclosure process

In most cases, USBI usedcontractors asnplementation partners for both thmass
privatizationas well as theaseby-caseand strategiprogramsThey hadiktle influence orthe
decision as to whichbompaniesvere to beoffered for saleand USAID was often in the situation
in which it had to prevail on the State Property Agencies for transparency in allocating which
companies were to be solthe greater participation USAID and its partners had at the policy
level in determining thepproaches to privatization, the greatbiance there wder

transparencyin this way, tactics to divert enterprises to political insiders (one such was the
creation of holding companies) could be foiled and real privatizataldtake effect.

Central Asia

The goal ofprivatization of small scale assets at the municipal and local leasi® put

bakeries, shops, and small manufactugnterprisesnto private hands. The small scale projects

in Central Asia, especially Kazlagtan, serve as the bestexamplf USAI D6 sSTheappr oac 't
nature of the former Soviet centrally planned system was vertical integration of enterprises from
production through to the retail lev&lhile mass privatization or cadg-case privatization

targeted conversion of the meangafduction into private hands, thetail distribution system

was largely ignoretdty MPP. In order to allow private distribution channels to develo@émtral
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Asia, and ta similarextent in Moldova, retail shops, warehouses, and dlisgrbution systm
elements(this included trucksyvere sold to private owngrSmall enterprises wepeivatized by
auction often resulting in acquisition of the enterprise by existing managers or employees of the
companies who had the expertise to operate the busthess

USAI Dbs approach was to use the services of i
theprocess? in particularfor enterpriseshatneededa be segmented beteeMPP and small

scale gizewasdetermined byhenumber of employegsThe contractor was responsible for

posting thos@bjects to be sold, advertising, scheduling, registering bidders, negotiating the

auction starting price, monitoring the auction, and overseeing closing documents

SuccesseandDisappointments

SuccessedHavingimplemented mass privatization early, mostintries of lhe region reached
predominantly private sector ownerskei@rly in the transitiolMPP resulted ir1,000 enterpses
sold in Bulgaria, §00 in Romania, 7,000 in Czechoslovakia, 8,500 in Poland2@080 in
RussiaThe fact that thousands of enterprises moved out of government corgrviiie
ownerswith proper legal titless a huge accomplishmemi/ithout USAID-supported
privatization, the "selfprivatizing" trend might have continugahdthe informal economwvould
haveexpanded

The political objectives of privatization would not have been achidwanichers had not been
availableand ifbuyershadhad to use caslyet, givatizationmet only one condition dhe

transition toa marketeconomy.To establish anarket economyit was necessary
systematicallyassistsectoran areas such dsisiness environment acdmmercialaw,

enterprise development, financial sector development, land and property rights, and workforce
development (icluding public education).

Small scale privatizatioandurban land privatization greeasier to implemerthan MPP In

retrospect, though, one error mad¢hief i r st round of the small scal
support for local governmentandats that business premises continue in their former lines of

business, especially if they produced staple foods. The reasoning was this: if bakeries were not
ordered to continue to bake and sell bread, then all the shops would turn to the more profitable

sales of vodka and chocolate, creating the same shortages of critical food staples as before. The

rate of business failure pegtivatization, accordingly, was quite high. In contrast, once this

requirement was lifted, new businesses took off on the prenfis@sreer stateowned

businesses, evidence that while the assets of the small scale companies may have been of value,
asfigoing concerng the businesseasere of little or no value

By the late 1990s, the impact of new business growth was more appatenphysical change

in commercial centers and business districts than in official statistics. Because of the lag between
small scale privatization and liberalization of the economy-polkapse, many new businesses

sprung up without any premises. Theyumed kiosks on sidewalks; it was not unusual to see

rows of empty shop windows with fAshackso cond

2 |Interviews with USAID implementing partners, November 2012.
# Internalmemq 1992.
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Over time, those shacks became more elaborate kiosks with better signage and more permanent
structures. With tb support of the small scale auctionprograitm d USAI D6s emphasi s
land privatization to allow for occupation of those abandoned shops, after a few years, kiosks

came down and businesses could occupy real commercial premises.

Local bureaucracies oftevere obstacles to privatizatignproper incentives were not put into

place.In Ukraine a USAID program promotingrban land privatization hasliccess by ensuring
themunicipality received part of the proceetdsen land was soldunicipalitiesthen used

those funds to provide infrastructuard services to citizens, providiag incentive for

privatizing potential commercial real estatome parcels were sold and some were leased using
longterm leases, but both succeeded indfarring the land into private han®irategic

privatization was the most difficult as there was greasistanceamong the government
bureaucracy for selling the countrydés fAcrown
companies. Moreover, thesnassive enterprises required more significant restructuring
commensurate with their size aoldsolescence

Surprises anDisappointmentsUpon privatization of statewned assets, the problem emerged
about what to do witthe nonproductive assets ofrige enterpriséseaside resorts, clinics,
sporting clubs, and kindergartens. Social asset divestiture had to be part of the assistance
provided. USAID staff and its implementers realized that entire Issiciectures were built
around SOEsnd that no otr social safety nets were in place.

Privatization hasamixed history in the transition economi&sivatization programs in Russia

and other former Soviet countriegar c r i t i ¢ci z e d lighrchg ant dther welblaced t h a't
insiders gained control of vast wealth while excluding the general popultioay be correct

to say that internationallgupported privatization initiatives gagemelegitimacy tothis corrupt
wealthgrabbing.On the otherhandnuch A spontaneous privatizati ol
before the international community arrived. USAID and other international advisors were aware

of these issueJ.ension between rapid privatization and good corporate governance developed.

Since the insids still dominated the government and power structures, it is unlikely that

outsiders like USAID and others could have substantially altered the ouffome.

People were not well informed or sold their vouchers cheaply and company management
acquired mangharesin hindsight, one misstep was that the value of the privatization vouchers
were not indexed to inflation. As hyperinflation exploded, the vouchers denominated in rubles
lost much of their valueAlthough the program promised to distribute entegwi® the general

public, popular support turned to disillusionment over resWithout adequate capital markets

and shareholder protection, many shareholders benefited little and insiders acquired control over
assets.

%0|n 1995, theRussiargovernment adopted a loafts-share scheme whereby some of the strategic state industrial

asset, including in the oibndgas and metal sectors were leased through auctions for money lent by commercial

banks to the governmewhile supporting early privatization efforts as a way of achieving political stability,

USAID explicitly stayed away from the loaifigr-shares progranin 1996, h e New Yor k Ti mes st at eoc
Kremlin-favored banks lent the Government money last year in return for a chance to buy shares in some of the

state's most valuable assets atdit eap pri ces. 0
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Though the euphoria of a markebaomy created overnight was overblown, it is hard to
imagine a bettealternative to meet the critical need to move quickly before instability set in

FINANCIAL SECTOR AND CAPITAL M ARKET DEVELOPMENT

A privatesector, market based economy cannot funatithout a strong, stable financial sector.
Stable commercial banks provide businesses and individuals a safe and secure place to deposit
savings, and the banks use those deposits to lend back to businesses and individuals to fund
capital investmentand simulate growth The network of commercial bankgeds a capable,
independent, Centrala®k to provide supervisory oversight, to ensure that banks are not
undertaking undue levels of risk, and to provide liquidity to the $arilen emergencies arise.

The Gental Bank also carries out monetary policy on behalf of the government to manage
interest rates and ensure a stable currency and exchange rates.

Although each of the countriémd afiCentral Bank andother institutions called b asin tkear
purposesand functions were quite different from whaheeded to support a viable private
sector market economyheinstitutions, procedures, processes agllations had nothing to do
with ensuring sound, prudential banking practices in a market economywéheylesigned to
control, not supervise, the activities of statened banks.

Objectives

Since the elements of a viable financial sector were largely absent from the E&E countries at the
start of the transition, a successful tréinsi required nothing gt of thetotal creation of a

financial sector from the ground uphe financial sector objectives for USAID, primarity

partnership with the Departmenitthe Treasurand thelFIs were

e Train and equip the Central Banks to monitor and supennséork of private
commercial banks.

e Train and equip the Central Banks to carry out monetary policy

¢ Introduce a legal and regulatory framework conducive to private sector market activity,
particularly commercial lending to businesses and individuals aatkaand secure
system for business and individual savings and deposits.

e Stabilize the existing stat@vned banksprovide support for their eventual privatization
and open the market to the entry of new privsgetor banks

e Introduce into the commercibhnks the knowledge and culture of lending, particularly
commercial lending in support of SME growth.

USAID alsoencouragedapital market developmennitially as a means afupporting mass
privatization and the belief that the establishment of a Bblter society would accelerate the
transition.On a longetterm basis it was hoped that Abank capital market institutions (stock
exchanges, insurance companies, pension funds, etc.) would broaden and deepen the financial
sectors, providing more sophcsited forms of finance and investment as the economies matured.
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Enterprise Funds

A parallel U.S. Government program to enhance the financial sector was the funding of 10
Westernstyle investment funds known as theterprise Funds to fill a void by priong

investment capital to the region to promote the private sad®AID provided aggregate grant

funding of approximately $1.2 billion USD to these 10 Enterprise Funds which collectively

covered 19 countrie$Vhile USAID provided oversight, by statuteline withCongressional

intent,the Funds operated independently and were managed by an independent board of directors
whose members were selected from the private séataexcerpt from an E&E Bureau Lessons
Learned paperan be found in Appendix 13nd thecomplete papes includedon the

accompanying CD and/or memory stick.

Context

At the beginning of the transition, the financial sector in the former Communist couvdses

not designear equippedo perform most of the ret required in a market econoriiyney

handledpayments functions and directed credit to stat®ed enterprise® meet company
production targefiveysaen odgomomies npleaan $.6 | ndi vi ¢
limited generally to small savings accounts and some payment services. THosvsiadebanks

were run by party functionaries and staffed not with LS D) el (T Frfaratiame] Garmi i

bankersbut with bookkeepersvho understood neither” ' recognized that financial sector reform’

credit and financial analysis nor risk. Loans to SOEs w: and development would be critical to

not expected to be repaid, but continually renéwrags = the transition to a market economy and

therewasioicr edit cul ture. o democracy. Robustrancial
intermediation would be essential to

. e . ) ensure that privatized companies and
Capital market institutionfor the most pardid notexist, nascent firms would have the funding

although some of the countries did issue a type of savi' and working capital to survive and

bonds.There were no functioning stock exchanges or | thrive.

supporting infrastructur& While most countries wanted

a fstocok tnhaerrkeetwas | ittl e under st darwhatwvas of how
required to make them work. The legal/regulatory framework in place did not contemplate nor

wasit appropriate to promote a modewell-functioning marketoriented financial sector with

new products or services.

The shock of transition aaed rapid economic downturn as many ofSK¥ESI once the jewels

of the systenirequired heavy subsidies to be viable and were illiquid without them. This,
coupled with a sharp rise in inflatiomeant that banks were immediately saddled with non
performing loans and weessentiallyinsolvent.Household savingahich had not been indexed

to inflation werewiped out. Moreover, in many countries, with little or no government oversight
nor meaningfllaws in place to govern a private financial system, small private banks received
licenses for the asking, took depositor funds and lent to themselves, and facilitated capital flight
and moneylaundering A wave of investment schemes (most of which wesiladulent

31 Both Hungary and Yugoslavia had a stock exgeaprior to 1989 but few companies were listed, daily trading
volumes were low; and they were primarily vehicles to trade government securities.
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pyramids) promised huge returns but mostly produced only fBs¥#sat onfidence irthe
banking system there was eV ap ostoppedduhctianiag t h e
and currency reserves dwindled in the wake of the fiscal and argruetlapse.

co

In sum, these countries began their transition to a free market economy with no private financial
sector, a completely dysfunctional banking system and legal/regulatory framework, no capital

markets institutions, and no financial sector personnel trainedrketpractices. Instead of

promoting economic development
through intermediation, the
banking sector acted as a drag or
growth, while requiring budgetary
resources to keep liquidy 1993,
as banking crises were rampant,
and liquidity had dried up, the
budgetary costs of keeping banks
and SOEs operating were huge.
From this point on, financial
sector reform began to gain highe
priority in USA
budget and programs.

The Banking Sector
Approaches

It is important to note that USAID
made ecritical decision to focus
on rehabilitating and strengthenin
the core banking sector rather the
constructing alternative
mechanisms to deliver credit to
emerging small businesses.
Considering the depth of the
dysfunction, USAID might have
chosen the more exgient

alternative However, the decision was made to build a modern financial sector that would mirror
those in other western market econonii@sdecision which in retrospect seems to have been the

correct one”>

The Importance of Building Well  -Functioning

Bank Supervision Authorities
Competent Central Banks and other regulatory authorities, that ha
legitimacy with the public, are a sine qua non not only for sustaina
economic growth but also for sound, dynamic banking sectors. Frc
1994 on, USAID played an instrumental role in #stablishment and
strengthening of strong credible Bank Supervision Authorities,
primarily at Central Banks in 23 CEE/FSU countries. Through
extensive and intensive hands technical assistance over multiple
years, using experienced U.S. bank regulat@peds as longerm
resident and intermittent advisors, USAID took the lead among
donors in helping to put in place all elements necessary to supervit
marketoriented private banking systeénthe legal regulatory
framework, licensing, enite supervisio, offsite reporting analysis,
problem bank resolution, enforcement authorities, and a professiol
bank supervision staff that could implement the new laws/regulatia
policies and procedures. USAID established a reputation for
excellence among Centr8lanks and was recognized by both the IM
and the World Bank for our work.

This arduous worlkd the wholesale reform and modernization of
Central Bank regulatory departments, creation of a new culture, an
building a professional stéfhas paid huge divedds. Firstjt was key
to building confidence in the new banking systems. Sedbad
presence of a good bank supervision framework was an important
factor in the rapid entry of EU banks into the region, particularly the
CEE. And currently, during the rent financial crisjeven the most
vulnerable CEE/FSU banking sectors have remained stable and re:
(to the surprise of many outsiders). The IMF and others have
contributed to strong bank supervision capability at the Central Ban
of the region.

%2 One of the last, and biggest, took place in Albania in 19B&nd popular anger over the huge, widespresskk
brought about violent upheaval and overthrow of the government.

% There were a few exceptioisnost noteworthy being in two pesonflict areas and with the Enterprise Fund
program. In Bosnia, USAID set up an-temding program in which the banksok no risk (see box). In Kosovo,
USAID worked with local authorities testablish a de novo bank. The Polismerican Enterprise Fund early on set
up successful etending windows in banks to promote SME lending. In the second decade, several Enterprise

Funds established banks, including mortgage banks, as well as leasing companies. Successful USAID microfinance
programs mainly through NGOs were put in place in many of the CEE/FSU countries, but these were viewed as

poverty reduction programs primarily fasral areas.
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The initial focus on the banking seciarvirtually every country fothe first severayears
emphasizethreekey aspects of structural refort). legal/regulatory reform and building a

strong bank supervision capability focusing on safety and soundness, implementation of
prudential standards dradopting international standards; 2) bank privatization/rehabilitation

and 3) intensive training of commercial bankers and establishment of sustainable bank training
institutes.

The second stage of assistance activities began at different #pesidg on individual

C 0 u n progyesssn putting in place the fundamental financial sector architecture and the
legal/regulatory framework, as well as the development of the private businessHastabre

or less coincided with the second decadl& A |sBr@ancial sector assistance programs
broadened to focus more on expanding the size and sophistication of the financial markets,
promoting new banking and capital market products and services (e.g., mortgage finance,
corporate bonds), and increasing asdesfinance for SMEs and households. Many financial
sector programs added new elements sisestablishing credit bureaus and modernizing the
legal framework for mortgage finance.

USAID recognized that success in deepening the financial sector als@deaajor

improvements to both the business environment and corporate practices. Thus, many financial
sector programs in the second phase were done in conjunction with other ongoing USAID
activities 1) to reform and modernize the commercial law framé&pnstirengthen contract
enforcement, establish collateral registraasd ngrain land reform/titling; and 2) to help the
nascent private sector improig ability to demonstrate creditworthiness through better financial
reporting and accounting practices.

Progress in these areas was especially important to banking sector expansion because banks had
little incentive to expand lending to SMEs which were viewed with justification as risky
borrowerswith poor financial statemengndlimited credit history ocollateral.In addition, the
introduction of normal prudential bank supervision standards made banks even more cautious.
Tapping the capital markets through bonds or equity also was not a realistic source of funding.
Generallylocal businesseresisted efforts to disclose information, open up to outside ownership
and/or adopt needed corporate governance practices.

Anot her i mportant aspect of USAI DO6s work in t
under the newly established (199%J@lopment Credit Authority (DCAPCA began to be

effectively used in the region to promote lendingderserved sectors, e.g., SMEs and

agricultural entities. By that time, in mos&E countries, there were a number of financially

sound, well run, ligid private banks which could qualify to work with DCA (thanks in part to

USAI D6s bank reform programs) . DCA6s model wo
sector institutions, providing partial guarantees (generally 50 percent of principal). Khis ris

sharing feature provides a huge benefit that credit lines do not, namely allowing banks to get into
new and riskier lines of business. For most EBRD and World Bank credit lines, the total risk is

on the banksAdditional data on DCA in the region canfoend in Appendix 12.
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By 2009, when the financial crisis hit, only a few countries in the E&E region hadaitamel
financial sector programs and these emphasized access to finance with little or no focus on safety
and soundness. The E&E region vgagerely impactedandthose countries which had been the
most successful in integrating into the international financial systegn Ukraine and others in
Southeast Europe, wehé@ particularly hardThrough the Partners for Financial Stability (PFS)
program,an ongoing regional financial sectigvelopment initiativeUSAID was able to
immediately respond to requests from E&E central banks, regulatory authariies
governments to help them address serious financial sector vulnerabilities andmpaibliai
confidence™ This has included work ioonductingerisis managemerissessments and advising
regulatory officials on how to prevent or mitigate a financial grigi®ngthening deposit
insurance, dealing with growing nqerforming loas, adoptig international standards and best
practices for financial sector developmentproving crossborder cooperatigrmndpromoting
access to finance.

PHASE |7 Fundamental Reform

Initial banking sector assistance focused on providing commercial bankéngrand placing
advisors in statewned banks as part of an effort to help restructure and reorient their business
strategy towards the private sector. Advisors were also sent to Central Banks to train regulatory
officials. This training was valuable, bewuld not be utilized effectively by the institutions still
operating under outdated legal and regulatory frameworks and the socialist mentality. Also, it
was difficult for the stat@wned banks to change their practices given their dire financial
condition and lack of liquidity. In additiomanybankswereheld captive bytateowned

industrial sectorsandinstead of financing new private firmmsuch banks lent primarily to their
affiliated companiedeading to continued misallocation of resources.

By 1993, it became evident that the magnitude of banking sector problems was dragging down
economic growth and constraining recovery. A new approach was n&sietD significantly
increased funding fdsanking sector reform programs. Working hamdhand with the IMF and
World Bank 3 USAID took a holistic approach to providing technical assistance, expertise
know-how that allowed the borrowing countries to implement the negolexy reforms and

meet many of the banking reform conditions. Comprehensive interlinked programs were
designed to help these countries simultaneaesiyuctureand privatize their banking systems,
while putting in place the fundamental architectura afodern markedriented banking system.

The latter led to a significant focus by USAID programs to help establish a strong credible bank
regulatory authority, be it part of the Central Bank or an independent agency.

3 PFSwas first established in 1998 in the wake of the Asia/Russian financial crisis to consolidate financial sector
gains made in the graduating countries using innovative approaches and cost Sharmgrent PFS is demand
driven workingwith SEE and Eurasian countriesaddress common financial secttrallenges impacting the

region.A hallmark of the program is using mentors from the more advanced northern tier cabatties’e more
recent experiere in financial sector reform.

% In somewhat simplistic terms, USAID provided the technical assistance, expertise anrbidwmamat allowed the
borrowing countries to implement the policy reforms and meet many of the banking reform conditions. While both
the IMF and World Bank provide wheth ey cal | At @chni ¢ sl VrangassUSAID tdafireeal e n t
assistance program. For the former, it is intermittent and very-&rart For the World Bank, a technical assistance
activity generally means one advisor to a senior governoféaial and countries must borrow to fund such

advisors.
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USAID also spent considerable resasgcparticularly in CEE/SEE countries, to promote bank
restructuring, rehabilitation and privatization programs (in other countries, the U.S. Treasury
technical assistance program took the lead) generally in conjunction with the Vdokd B
programs, to eablish bank privatization armehabilitation agencies. While much good technical
work was done, bank privatization was ultimat&tiyl a political issue andncountered
resistanceGovernments Voices from the Field

OISO CONORUIISCICIN o The pr ogr a ting inflaence loreirstitutianal deeeopment and
owned banks to keep capacity at Gl NB/ N-B#fnas the benkficiariestofsthe w
gel8] o] e B0 =XN-\iloF::iss M USAID assistanag Polish bank supervisorgook full ownership of the jointly
maintain employmenti developed tools, methodologies, manuals and contirthe'ql developments.
the early days of The products were not put on the shelf but were further improved, adopted
.. . ever changing legal and economic circumstances and assimilated by the ne
political transition. generations of the examiners. No surprise that this heritage efi@®finds
LUGICAVCICES il ¢t o dsaxpi@ssion in the upcoming fourth edition of the @ite examination
fiscal issuego resolve manual (first edition was issued during USAID program in 1836yuidance
concerningvho would for bank examiners and good source of information on supervisory expecta
assume risk and also for the banks while UniforlBank Performance Report issued for the firs

. time in 1998 is still in use by supervisors and banks. These robust projects
potential losses on al so shared with other supervisor s

existing loan portfolios. Piotr Bednarski

Senior regulatory advisor at PWC Poland, formeirector in the General

Developing pofessional Inspectorate of Banking Supervision of the National Bank of Poland
financial sector director of Inspection Department in Polish Financial Supervisory Authg
practitioners was also a
priority. Over the first decaddSAID established 16 commerciadnkingtraining institutes
whose goal was the rapid transfer of a wide rangeeafit and risknanagement skills and
financial knowhow reeded by the newly developing financial sector profes3ioe.eality was
thatthecurriculum had to be adjustedttoe
basics of market econonsidinance and Bankersoé6 Training |l nsti
banking principles. The underlying goal was assistance of USAID continue teqide thought
to promote selbustaining centers that leadership and professional development in countr

. . : such as Poland and UKkr a
benefited !he Commer_c_'al banking sector anc Institute with the backing of their Government now
could easily be transitioned to local partners provides support and technical assistance to lessel

developed E&E countries.
Given that the banking sector in ever& E
country was dysfunctional and suffered from
similar problems, USAID intended to take a similar approach to banking sector refassthe
board. However, relatively quickly, the banking sector programs became more differentiated due
to varying absorptive capacity, political will/reform champions, severity of banking crises, and
postconflict issues. Geography played a role especially fontrims with a prospect for earlier
EU accession. USAID tailored banking programs to country circumstances and particularly, in
postconflict situations, put in place innovative programs to deal with some unusual
circumstances.
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Northern Tier, Central and Bstern Europe

As a general fie, the countries in thidorthernTier*® were able to move much more quickly in
putting in place many of the fundamental reforms compared to the countries in the FSU. Poland
is an excellent example of a country that, despiteetgre economic problems at the start of the
transition, was politically committed to structural refaofrits financial sector, had champions at
the Central Bank and elsewhere in the governpaent demonstrated a high absorptive capacity.
After Poland pit in place a strong shock therapy/economic liberalization program, the National
Bank of Poland became the star pupil in terms of its strong support for adopting a strong bank
regulatory program as a prerequisite for modernizing the banking system. USgi3{pport

from the World Bank) responded by putting in place its first comprehensive bank supervision
technical assistance and training program which focused on the introductiositd on
supervision, offsite reporting and analysis (which requiredlbancounting reform), problem

bank supervision, licensing, legal/regulatory refoamdextensive ofthe-job training

supplemented by classroom instruction and study tours.

This comprehensive approach became the model for almost every other bankivigismper
program in the region. By 1998, Polandbs bank
other countries that they were swamped with requests from their peer regulatory institutions to
receive study tours. This led to the establishment of thaifalnstitute for Bank Supervision

(now the Training Institute for Financial Supervision (TIFS) which USAID supported both

financially and technically in its startup yedfs

In other countries, political wilo undertakestructural economic refortagged particularlyin
theBaltics, Albania, Bulgaria and Romanihere were few early champiqrso USAID started
with very modest banking sector programs. In sevarahtries e.g., Latvia (1995) and Bulgaria
(1997), it took severe banking crises floe governments and central bankbégin to seriously
considerfundamental reform.

Likewise, the collapse of the pyramid scheme in Albania in 1998 (in which 50 percent of the
population lost their savings) led the way to a political commitment tonedb the banking

sector and a focus on strengthening bank supervision. In all three cases, USAID responded
quickly and flexibly with intewrelated technical assistance programs to help the new reformers
put in place strong laws, modernize the bank regotaiperationsand adopt Western
supervision principles and pracg

%t should be noted that several countries éntEal andEasternEuropeshowed less or little interest in receiving
support from the IMF, World Bank and USAID particularly regarding bank supenvésd privatization. This

group included the Czech Republic, Estonia and Slovenia. All of these countries had successful, though not totally
smooth, transitions and all were lgarew members of the EU in 2004SAID ended the small bilateral assistance
programs in the period 19999. Nonetheless, it is interesting to note that Slovenia is currently suffering economic
problems in part due to the interrelated issues of-stateed banks, poor asset quality and weak bank supervision.

3" TIFSremairs a highly respected training institution in the region and in the EU. It continues to conduct numerous
training programs on current financial market supervision tbpiasking, capital markets, pension funds and
insurance, not just faCEE and FSU countréebut the entir&U. Its goal is to promote best practices and solutions

in financial supervision an promote cooperation and effective communimati
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Southeastern Europe/Former Yugosavi

Theformer Yugoslaviaalso was a special case due to the war and violence that accompanied its
breakup. In all the former Republics, the once fioming state/sociallpwned banking system

was in terrible shape and needed complete restructuring and reform. As the fighting ebbed, a

| arge portion of USAI DO6s resources wewnfe devot
economic recovery. USAIDeasigned the programs to resemble what had been successfully
pioneered in Polan@mphasizing the importance of bank supervision and legal/regulatory

reform to restore confidence and repair the broken banking system.

Following the Dayton Peace Accord, UBAquickly set up an innovative $278 million lending
program inBosniato jumpstart the waravagedeconomy and create jobs for returning refugees
and demobilized soldiers as the capital and assets of the banking system had essentially been
wiped out. Thisvas part of a much larger banking reform program to establish and quaikly

new bank regulatory authorities in each entity, adopt new banking laws and prudential
regulationsand privatize the bankéTreasury provided coordinated technical assistance for the
latter)

Bosnia Business Development Program (BDP): A Model Integrated Lending, Business Development
and Banking Sector Modernization Program.

The $278 million BDP lagshp etohomic técoSstructiGroanderecovemepnogrénsin Bosn
following the sigmig of the Dayton Peace Accortt.provided urgently needed quick disbursing balance of paymen
support that would be used to provide edit to the productive sectorlts primary shortterm objective was to jump
start the economy and create jobs for the general population, includingeetugnd demobilized soldiefBhe BDP
was alway more than a lending programrom the start, it was designed to help create a vibrant peatterprise
secta and a modern banking systein.this context, the BDP had several important features:

e USAID put in place three tightly related and wklhded technical assistance activities from the beginning whic
were critical factors in helpinBDP sucessfully meet its objectiveld:) Enterprise Advisory assisting potential at
successful borrowers; (2) Commercial Bank Training to strengthen and modernize Bosnian banks; and (3)
Strengthening Bank Supervision to provide the incentives for mdrésstd sound lending practices and work
with banks to meet capital adequacy requirements.

e The BDP was market driven; the main criteria for making a loan was the creditworthiness of the borrower a
the loan purpose/expéed increases in employment.

e To havemaximum employment impact; initialbans were not focused on SMEidifferent than most other
USAID lending program) and could also bada to stateowned enterprisesWithin two years, when the
business environment improvean orientation toward SMEs waut in place.

e Given that the entire Bosnian banking sector was fragile, undpitalized, illiquid and lacking credit skills, an O
Lending Management Unit (OMU), initially staffed by experienced US commercial bankers, made all loan d
and tookall the risks on nofpayment.

e However, the OMU relied on loan applications submitted by the local Bosnian banks, as they were the one!
knowledgeof the local business sectdricensed Bosnian commercial banks which met certain criteria qualifie
become agent banks and receive fees for momitgprand collecting the loans.

e The BDP evolved over time, eventually providing credit lines to local banks once they had the financial stre
and skills to undertake sound lending and at the end of the prageelling loan portfolios to these banks.

As almost everywhere else, privatization prot@tedifficult. USAID, in collaboration with the
IMF and World Bank, also took on the challenging task of completely overhauling the Bosnian
payment systenwhichwas not only an instrument of government control and economic
management, butne thathad been completely corrupted and politicized during the war. USAID
devoted significant leadership, technical assistance and restuigediminating the powerful

and nontransparent Payments Bureaus, and 2) setting up-ameagross settlement payment
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system at the Central Bank which allowed commercial banks to provide payweerntes
directly to customers. Without this reform, B
banking system would have been much more difficult.

In Serbig once transformation began, it proceeded quite quitkBAID (and the IMF/World
Bank)became inglvedonly after the fall of Milosevic in late 2000. The new reformist Serbian
government had carefully studied the lessons learned during the first 10 years of transition and
acted aggressively, with significant USAID assistance, to restructure thdweinsand illiquid
banking sector in record time. In February 2001, in order to prevent a complete collapse of the
Serbian banking system, USAIBt the request of the IMF, sent a team of 12 seasoned U.S.
supervision experts, all of whom had years of epee working in the E&E regigmo conduct
financial and regulatory diagnostic reviews of 26 Serbian banks which accounted for more than
70 percent of banking system assets.

The detailed banking data provided gave the new regime the facts to act.quitkly four

mont hs, six banks were pl aced sewrbanks bad bernt r a l
licenses revokeand four small banks were deemisolvent. In January 2002, the Central

Bank then closed the four biggest and most powerful-stateed banks. The record time frame

in which the Central Bank acted opened the way for the quick entry of private, primarily EU

banks into the systerandrapid restoration of confidencehich ledto a huge growth of

deposits and a renewal of credit to dz®@nomy.

Former Soviet Union

Progress in the structurafoem of the FSU banking sectdrduilding strong independent bank
supervision authoritieand privatizing/restructuririgwent much more slowly than in the CEE
and required more patience.ganeralthere was less interest at the Central Bamlsetting up
the necessary infrastructure for markeented banking supervision. This might have been
related to the dominance and political clout of statmed banks, generally more government
direction of the economy and less interest in transparency. In addition, under Y@#i&d
bank supervision programs at the Central Banks, the advisors were kept moré &regtn and
not actively involved in issues facing the supervisors or Central Béuk was a drastic
difference from the experiences USAID advisors enjoyed in other countries.

Ukraine is thecountry that has received perhaps the longest continuous USAID banking sector
support. USAID began a series of comprehensive bank supervisgmram®beginning in 1995
modeled in large part on the Poland program,legal/regulatory reform, erand oftsite

supervision, accounting reform, regulatory reports, and working with problem banks. The
National Bank of UkrainéNBU) over time adopted ficies and practices based on international
standards to provide incentives for reform an
technicalassistance programs built strong capacity and expertise within the bank supervision
department at theBU, which still remains in place today. Yet, these positive changes within the
NBU did not have the same impact on modernizing the banking sector as did similar programs in
CEE/SEE. This reflects in large part the lack of political will to take on vested iistewrssbt

promote an open competitive financial system.
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Phase IIT Consolidating Gainsand Deepening the Financial Sector

The second decade for most countries in the E&E region was a time of gaptimgsm,
expansion and improving financial and economic methitany countries were finally

surpasmg their pre1989 GDP levels. Althougthe broad trends were positive, the transition
was incomplete. Markeadriented corporate behavior lagged and cditipe remained limited.

The basic commercial law framework for a market economy was in place, but implementation
and enforcement was weak and uneven. The number of &fsiEincreasing but their ability to
expand remained a challenge. Whilhee basic infrastructure was in place in most counénmes
lending was expanding rapidlfifnancial sectors remained small and unsophisticated

During the second decade, there wagmificantc hanges t o USAI DOs count r
impacted financialector development prograntsor exampleUJSAID introducedhe Partners

for Financial Stability (PFS) prograran innovative regional financial sectaitiative, in 1998

as the Northern Tier countries began to graduate from UBAdieralassistanceP?FSwas

designed to filkhegaps in the institutional development of the financial sector, consolidate gains
achievedand buildupon progress madey USAID in developingtrong relationshipwith

partner organizationsuring the previous years. Technicadiatance provided was demand

driven and required costharing. The program is still operating today, but the focus has shifted

over time from the graduate countriectuntries inSEE ancEurasia.

Voices from the Field By 20022002, most CEE and a number
R R Y R R R L ey  of FSU countries haenacted an
been able to quickly restore public confidence in tienking RIS (Io[SEVEAETe Ul =To W1 F11o] g YA o 1 X3 T0)

system of the countryOn this basis, with the assis_tance of framework and had put in place the
nom proft, independent, financial nsttution at he state ove RN SR Sk
with full a’uthority under’ the Law of the Staté/e can say that baseq on mtematlon.al standards and
e L AN R T arsan  practices. Over the first 10 years, the
A S MR TR R A e el banking system in CEE had been
the Agency be what it is todayan equal participant of the transformed. Most of theounties had
financial safety network of Bosnia and Herzegovina with its encouraged the acquisition of itzal
independence o mp|l et el y p r_ eserved. banks by larger Europearuti-

AU AILLEY nationals, and by the mi2000SEU

- International Relations Assista banks accounted for over 80 percent of
Deposit Insurance Agency of Bosnia and Herzegovina/B i X
mey the banking systenThis gave a huge
LR EIRIAYIANGETINEEST  boost to confidence, and deposit growth
increased sharplreditto the private

sector was growing at double digit annual rates in many countries, albeit remaining small as a
percentage of GDP comparednoreadvancesgconomiesThe banking sector was starting to
generate substantiptofits and crea&jobs. (In factfor many of the EU banks in the region,
profits made in CEE comprised a huge portion of their total worldwide profits. wWEtsgery
positive news on the macro leybBbwever, the vast majority of SMEs, and agricultural and rural
enterprises still found to be very difficult to access credit, underscoring the need for USAID to
seek ways in which to improve financial intermediation.

USAI D6s response was to gi vVvenagcilesectorer emphasi s
infrastructurécollateral registriesaccounting reform, foreclosure policies and procedures, credit
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bureaus, land reform and titling, mortgage finance, financial liteea@y consumer protection.

Also, it became clear that mai3MEsdid not know how tgrepare good financial statements,
andbusiness planseeded to demonstrate their creditworthin@sssuch assistance asneeded

in this arena as welMuch of the workparticularly regarding collateral issues, foreclosarel

land reformwas done under USAI DO6s enterprise develo
activities.

While many banking programs in the first decade includedey laundering preventide.g.,
know your customer rules, and reporting of cash transfers over a¢hreshold)training on
counterterrorist finaring was absenfThe latter was incorporated in subsequent technical
assistance and training prograrparticularly after the September, PDOlattacks and the
growing awareness of global terrorishar exanple, bank supervisors were trained in how to
i nspect banksd p anddocumensevidencd forpusencaid acase® s

Anti -Money Laundering in Azerbaijan
. After the September 11, 2001 attacks, U.S. and EU banki
However, as banking sectors became gicials developed neand more rigorous guidelines to

more sophisticated and began to offer restrict money laundering and the finance of terrorism. As
more complex products and services, t hose procedures came | ntc
bank regulatory authorities needed to |t hte ms ¢ 'b ves o the o bl r?@gb‘; '
: : overt actions but because the new procedures en
u_plg(gl’a\(/ivijtlhel_r capamt;; to manage fn eV incorporated into standard banking practices. The Centra
rsks. i€, In general, resources 1or - gank of Azerbaijan (CBA) contacted the U.S. Embassy ai

bank supervision fell, USID USAID asking for technical assistance to improve the
responded favorably to Central Bank | situation. USAID responded with a series of technical

requests for technical assistance to he¢ assistance and trainingenventions to improve the local
them keep up with changes in the legislation on AntMoney Laundering and Counter

banki t q t th Terrorist Financing, establish Financial Monitoring Servict
anking system and meet the new (financial intelligence unit) under the CBA, and to develog

international standards adopted in the poth institutional and human capacity of the new entit
wake of the Asian/Russian financial = implement AML/CFT activities in the country. Over the
crisis in 1998. course of several years, the relationship between USAID
and CBA has grown and strengthened to the point where
USAID now assists and advises the CBA on a wide range

By mid-2 0 0 @heére was WldeSpread management and operationaluss.

sense that financial sector problems ir;

the region were largely solved, and for that matter the region as a whole was well on its way

toward global integration and paritgates of GDP growth ranged from 3%% at the low end

(Balkans ad Moldova) up to 20% (Azerbaijan and otherroil ch countri es) . USAI
for economic growth diminished substantially, and most of all in the financial sector programs.

But in 2008, starting with the financial crisis and recession in the U.Swked by deeper and

more prolongedEuropean crisegountries of the E&E region suddemgcountered

unanticipated vulnerabilities.

With 80% of banking assets controlled by European mnaltional banks, as the parent banks
experienced their own liquidiggroblems, capital and liquidity for the Eastern European

branches suddenly dried Up.addition, these banks had employed lending programs that
offered Eurebased loans at substantially lower interest rates than local currencyAedosal
currenciesollapsed, borrowers who earned their incomes in local currency suddenly found that
they needed to earn substantially more to convert to Euros and repay th&liaynsould not
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handle the repayment burdens, and a wave of defaults hit the regiocaly, some of the
countries that were considered the fAsuccess s
Ukraine) because they were more integrated into the European financial riAiv&eta,

Kosovo, Bosnia, and Moldovhy contrast, suffered fro declining regional markets, but did not

face the same financigkctor impacts because they were less integrated into the European

financial markets.

Capital Markets

Stock Exchanges

As noted previouslypne ofUS A1 D6s f i r st e nmgeagapimie@rketsavasash t h
support to the mass privatization initiativééith the expectation that thousands of companies
would be issuing and listing shares, and millions of individuals would become shareholders
through various voucher and auction procedd&#ID (along with the international financial
institutions) embarked on initiatives to build market mechanisms that could handle the
anticipated transaction volumdSAID played an exceptiorlglimportantrole asthe primary

player supporting the developnteof capital markets (across the donor amdrnational

financial institution¥ The Unhited Statesvas generally vieed in the transitiogountries as the

world leader in capital markets, with by far the broadest, deepest, and most innovative markets.
U.S.assistance was welcomed and its adiieededAssistance was almost always based on
U.S.models, which at the time seemed the most successful in bringing capital to where it was
most needednd increating a shareholder society. However, many peameuntries just

coming out ofiCommunism often had initial difficulties in understanding howgofit,
privatelyowned, seHregulating firms were to function

There were tens of thousands of enterprises to be privagizédvirtually no functioning capital
market infrastructte. The early cases of mass privatization programs, particutaRyissia,

clearly demonstrated that capital markets development had to accomMp#&nig order to be
successful antbr citizens to baefit from it. Because of this, supporting voucher privatization
became the main driver of USAID capital markets assistance and led to its becoming a major
program area in many countries.

The required capital market institutions needed depended somentieg exact details of the

MPP program. General, howevexchanges and supporting institutions had to be capable of
dealing with a large number of companies and sharehoflease depositorieand registries

were required to recorchd maintain ownershij trading,clearingandsettlements systems were
needed to permit selling and buying shares; regulatory legislation and agencies had to be set up
to promote transparency and a level playing field and protect againstifralidres were to be

held in mutiakfund type nvestment fundghesehad to be set up and regulated to permit
shareholders to pool their risk and attempt to exercise some degree of corporate governance.

A challenge was that most companies in mass privatization progantsnot meeminimum

disclosure or accounting requirements of normal stock exchanges, so this had to be
accommodated though separate exchanges or floors within markets aimed at such companies.

20 Years of USAID Economic Growth Assistance in Europe and Eurasia 52



USAID also funded companion activities such as developing the Russianti€gseund
Exchange Commissiof.

The early vision was to quicklyeate capital markets infrastructure that could support these
unprecedented complex mass privatization programs but also alebtcome the foundation

for vibrant, sustainable capitalarkets. Most of the transitiazountries tried one form or another

of mass privatization, some more successful than others, giving a great impetus to capital
markets development in the region. USAID support was dominated by technical assistance from
U.S.capital market experts, but the need to set up new institutionsaalait platforms also

required significant commaodities, g.gomputers and software, as well as trainlRgmanigsee

box below) is the best example of a comprehensive capital markets program carried out in direct
support of mass privatization. Otherdarprograms included Russia, Ukraine, Latvia, and parts

of Central Asia. In other countries, more targeted assistance to institwasnzovidedsuch as

new share registries arsecurities commissionn other cases, such as Poland, separatetioger
counter markets to accommodate compattiascould not qualify for the main exchangewere
established with USAID assistance.

The Romania RASDAQ: Model Capital Markets Project?

In 1995, when Romania decided to implement a major MPP, it requasgistance anslipport from the
internationaldonors and the IFls; USAID agreed to take on the capital markets component. This required
creating a completely new legal regulatory framework for capital markets and a set of new institlitiens
Bucharest Stock Exchange had recently reopened buthegim a position to deal with théanuge number of
volume of listings and transactions.eT8ecurities Commission was also new and weak. Under the leadershi
a U.S. SEC official on loan to USA#Dd with strong support from the U.S. Embassy and Romaefanmers, a
privately owned and managed Romanian over the counter mavistdesigned including share registry,
depository, trading system, broker/dealer network and strengthened regulation. The system was closely
modeled on the U.S. NASDAQ and was daiated by the USAID Administrator in a ceremony at NASDAQ
Headquarters in Washington in 1996.

The MPP was successful, with over 5,000 companies transferred to about 17 million shareholders. This
immediately made the RASDAQ one of the largest exchangesropE and seemingly a flagship capital marke
project where USAID had been able to quickly mobilize technical resources to both contribute to the succt
a major MPP and greatly jumpstart overall capital markets development in Romania. It was cdrsidasny
to be USAI Dds most successful capital mar ket s a
regarding USAI Dds substanti al i nvest ment. Fundi
therefore difficult to replicate slewhere After an initial burst of transactions volummany of the privatized
firms were not viable and did not trad&rading volume diminished and did not appear large enough to sust:
the exchange.

Eventually, in 2005, the RASDAQ merged with the Buiebt Stock Exchange and remains as a section of the
BSE. The initial exchange designed for MPP did not prove to be a fully sustainable institution but still play
key role in Romaniaf6s privatization and reform

By the end of the first decade, most mass privatization programs had been cqraptbteasic

capital markets institutions had beset up. Capital market development assistance became more
focused on the introduction of new products, such as mortgage offerings, investment products for
pensionsand local currency debt issuances. In Ukraine/Moldova, for example, assistance was
provided in corporate bond issuance, including mortgage b®hdse also was continued

BUSAI D6s Capital Ma rmetasignifiqgant selpackhen twio empRyeas sfiitagraet,
Harvard Institute for International Development, were accused of flduedUS government ultimately settled the
matter and recovered a large amount of its fundiRgaders who wish more information on the case of the U.S.
versus Harvard, Hay and Sifer mayresearclarticles by David WarstBoston Globe financial writeand others.
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assistance to the regulatory authorities to strengthen rules relating to trangpakoorporate
governanceThe current challenge for many markets is sustainability as the financial crisis has
significantly decreaseadingvolumes. To help address this challenge, USAID is working to

help build an integrated capital market in SoustezaEurope. Theoroposedi s i ngl e o mar ke
involving stock exchanges in Albania, Bosnia, Croatia, Macedonia, Montenegro, Serbia, and
Slovenia, wouldallow investors to buy and sell stocks or bonds of bhip companies from

each country through a singkgamless trading and settlement platform.

While thenewly createcatapital markets fulfilled their role in facilitating mass privatization,

most were not successial promoting capital formation and other roles of capital markets in
advanced economieghese functions developed much more slowly and unevéhg/majority

of the countries of the E&E region have completed the privatization process and their
privatization ministries or state property agencies have been disbanded since-2000sidThe
entkerprises, if any, which remain to be privatized, are the larger strategic enterprises such as the
oil and gas companies.

Many individual markets have faced challenges with low levels of trading, re\amia

declining number of eligible listed firms. tal markets face competition to list blue chip
companies from larger exchanges such as Warsaw, Vienna and London. Although some were
tenuous, the establishment of the basic capital markets infrastructure not only permitted mass
privatization to take pladeut pavedthe way for the regionalization of the capitadrkets

Other Capital Market Initiatives

As noted previously, the Sta@wned Enterprises in the Communist system were largely
responsible for the healthcare and retirement programs of emplblmesver, as many of these
enterprises became insolvent and were privatizéiduwdated,the means of funding these
programs evaporate@overnments felt obli@ted to maintain these promisesface the

possibility of open revolt by the populatiddonseqently they were forced to develop new ways
of covering the obligation without bankrupting the country.

As the banking sector strengthened and incomesW&&D began to look at ways to nurture

the pension and insurance indugiria advanced economigthese are the largest sources of

funding for the private sector. Moreover, at the insistence of the IFIs, most countries in the

region were undertaking significant pension reform to reduce structural fiscal dafidits

promote macroeconomic stabilithe World Bank, in particulagncouragedcountries to

reform their payasyou-go pension systems and introduce a riltar pension system which

relied on private pension funds. USAID supplied much of the technical assistance needed as part
of World Bank programs in numerous E&E countries.

Political support to make setfirectedand private pension funds a key element of the social
safety net required confidence that these funds were safe investments andmvegjéd.
Furthermore, there was concemoutwhether these new pension funds, with lbegn payout
horizons, could find sufficient products in which to invest. Thus from the financial sector
development perspective, a walhctioning private multpillar pension system required both 1)
a newregulatory authority to ensure that pension funds fatfilheir fiduciary duty and
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protecedt h e ¢ 1°retiremenhsavings, and 2) high quality products, particularly leteger
products for pension funds to invest in. USAID began a series of technical assistance activities to
support a strong pension regulatory framework and supervision capacity as prelireting

more diversified and longgerm financial instruments (such as corporate bonds and mortgage
products) which did not (and still do not to any great extent) exist.

The insurance sector in the region began to develop with casualty insuranaéahe

adoption of mandatory car insurance. Within the universal banking model adopted in most
countries, banks and bank holding companies were setting up their own insurance firms leading
to growing risks in the financial sector. As concerns grew abatiit adequate capital and
management practices at the insurance companies as well as evidence of abusive practices,
numerous governments in the region requested USAID help to prabpduetter risk

management at the insurance companies, including aarattforofession wich heretofore had

not existedand?2) a stronger regulatory system and supervisor to protect both consumers and the
overall financial sector. As incomes grew in the region, USAID also supported the growth of life,
health and unemploymemsurance products, recognizing that these would be useful as well to
promote lending to SMEs and households.

Another initiative that was an outgrowth of financial sector activity was Accounting Reform.
Within the Communist System there was meticulacsounting of expendituiebut mainly for

the purpose of minimizing theft and fratichere was little understanding of, or need for,

financial statements common to companies in prigatgor marketdsirst as part of the efforts

to privatize banks and oganies, and later as a way of determining credithiness of

potential borrowers, a major effort was undertaken to change the way accounting was done in
these countries.

The adoption of International Accounting Standards (IAS now IFRS) started bhankeng

sector as the bank regulatory framework required banks to report their capital, liquidity, and risks

on their balance sheets, thingsiimpossible to do under the socialist accounting principles. An

added incentive for the governments was the desipevatize through attracting foreign

investment. This required transparent financial statements. Moving towards IAS was not easy

and required a cultural change and a new unde
posi tion. Th edoptiansériedas ansnepetds dor spreadiag accounting reform to

the rest of the private sector.

% In Kosovo, pension reform by necessity was one of the first reforms put in place as there was no operating
pension systerander the control of Kosova(pensions werbeld in Belgrade.Because this was totally out of
sequence for financial market developmeéet, there were no domestic investment products available at this stage,
it was required by law that all pension proceeds be invested outside of Kosovo irraigtilgovernment paper,

such agJ.S.and German government seciaiit That meanthatthe Kosovar savings were financing rich countries,
not normally something the USG would promote. This is why USAID has worked hard to ptbmdevelopment

of a widevariety of investmenproducts in E&E.
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Successes, Disappointments, and Remaining Work

The complete ansformation of the financial sector landscape across the E&E region was a
significant achevement of the international community. By 2002, most of theoR28tries had

functioning private banking sectors that were
increasingly expanding lending to the private sectgq
The public had confidence in the banking sector a

Voices from the Field

0The future of capi
now rests on their ability to help

deposits were growing. A thoroughly reformed companies raise capital through debt,
legal/regulatory framework appropriate foprvate RSN E-NEE N B SRR 1 T 1
banking sector was in p|ace Effective bank Robert Sing|etary, former USAID, SE|
supervision authorities had been establisigich Attorney

were enforcing prudential regulations based on
international standards. The institutional building blocks cdgital market had been credted

stock exhanges, securities and exchange commissions, clearance and settlement functions. New
financial products and services were developing. A growingtnahedcadre offinancial

sector professialsexisted. By any measure, the transition to a maskehied financial sector

in the region was a huge succdsd it was not prerdained. And while the recent global
financial and Eurozone crisis uncovered vulne
generalthey have remained resiliéminother testaent to success.

SuccesseS he E&E countri esd 'suc c,ebichfueled privatesedtod i ng f i
led growth,was amajorachievement. USAID contributezhormouslyto accelerating the

development of markadriented financial sectors in Eape and Eurasia. It became a key partner

to these countries as they developed sound private financial sectors bas&d @mmercial

and regulatory principles and practices. Factors underpinning success included: an ability to

respond to counterpart neests forassistancen a timely mannerprogram flexibility and

responsiveness; higluality technical assistance with deep expertiseguate longerm

fundingleadingto strong partnerships with counterparts; and substantial coordination with other
dorors and IFls.

Banking. Through the establishment admmercial bankeraining institutionslJUSAID worked

with the banking industry to deepeapacity to lend and to understand and manage risk. It

helped develop credit bureaus and collateral registegsdbroadening access to finanthe
assistance thadSAID provided toCentral Banks and other regulatory authorities to put in place
strong supervisory/regulatory regimgsould be recognized as one of its most successful
economic growth programs. Baslkpervisiomprogramscan be credited witproviding

confidence in the banking sector, the rapid entry of EU hamkkintegration into the global

financial system. fie rapid emergence offanctioningbanking systenand robust loan growth

to businesseand householdwasan essential element of privagector led economic growth.

When the global financial crisis hit in 200&ffecting the regionin 2009 USAI D6s focus .
investment in bank supervisieeened prescienfThe banking systems in most E&Buntries

proved resilient (with some exceptions, e.g., Ukraifbgre were very few instances of panic
withdrawals today deposit growth has resumed, and credit flows are expanding much faster than
GDP.

“01n 2009, at the height of the global financial crisis, Poland was the only country in the European Union that did
not experience negative GDP growth.
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Why did they work?he most important factor wasetheadership provided by the Central
Banks/regulatory authorities and thepenness to change aaldsorptive capacityVillingness,
even encouragement, to accept external investment and ownership brought new capital and
modern practices, mainly from WesteEurope Other factors werelosecollaboration with the
IMF and World Bankn the design and implementani of the programs so that thegre
integrated into Central Bank/banking refoffnogramsemployedong-term resident banking
advisors with substaial experience in U.S. regulatory institutions. They were able to build the
trust of local officials and establish good communication chanwkish acceleratkthe transfer
of skills.

Capital Markets The major objective of capital markets developmenhe first decade was
supporting mass privatization. Most projects were successful at doing that. While the overall
success and impact of MPPs themselves was mixed, the capital markets functioned adequately.

The viability of many small markets createidh USAID assistanchas beemuestionedbutthe
majority ofthesecapital markets institutions still function. Moreover, these small markets had
good infrastructure and were successful in becoming part of regional markets during the second
decade, partularly in CEETh e Vi enna Borse, under the ACEE
owns and operates the Budapest, Prague, and Ljubljana Stock Exchanges. NASDAQ/OMX
operates nine European stock exchanges, including the three Baltic States and Yerevan. The
Warsaw Stock Exchange bght the USAIDfunded Warsaw OTC. These consolidations have
strengthened local markets and brought them into the global economy. This could not have
happened without the previous countrcountry USAID assistanc&tandalone capital

markets projectprepared local markets to join regional allianedé®rdingsmaller countries

access to capital market functions

Why did they work2n addition to thesupport ofpolitically connected champions in the host
country, other important key factongere: USAID asistance in funding the creation of

registries, depositories, exchangasgbroker/dealer groups&JSAID also recruitedtaff with the
specialized knowledge of how capital markets functiithout this expertisgit would have

been extremely difficult tdesign, implement, and monitor capital market activifié® Agency
relied onlong-term resident advisors experiengedegulatory institutionswWall Streetand the
SEC,which helped accelerate the transfer of kdimaw. Early on, programs were encowrddo
coordinate with international organizations sucthasinternational Organization of Securities
CommissionsIOQSCO and numerous study tours were organized to give firsthand experience.

DisappointmentsEven before the financial crisis hit the imgin 2009, financial markets still
remainedsmall(as a percentage of GIpBnd unsophisticatedhey were alsask averse to non

urban areadn banking, pograms that wrkedwell in CEE/SEEdid notyield the samempact in

the FSU Longerterm lending products remain rare. While mortgage finahogved substantial
growth much of the lending was denominated in foreign exchange to obtain a lower interest rate.
When te crisis hit, these loans could not be repaid and mortgage leradireyaporatediccess

to finance remains centered on top tier clients and banks are not aggressively developing new
products. Promoting strong regulatory authority could not prevent crony capitalism. Eurozone
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bank domination of CEE/SEE banking systems kegsto integration into the global system,
though once the global financial crisis hit, these banks were a huge source of vulnerability.

In capital markets, thosgeated during the first decade fulfilled their role in facilitating mass
privatization,but most were not successfual promoting capital formation and other roles of

capital marketsThese functions developedevenlyandthe sustainability of the capital markets

is in question for many exchanges. Markets are not adppbrabting additionasources of

capital (e.g., commercial papeurrency debtpreferred stock listingspuggestions of
regionalization were largely ignored; having a stock market was often a matter of national pride.
The regionalization of many local markets in the secawhdeand thei acquisition by global
playerswas a somewhat unexpected change that will greatly enhance their viability.

In some countrieshe introduction of private pensidands hagustbegunto havean impact on

t he financi al slesarancerpiliscts ieroamn mobtedtini casaattyiamd rauto
liability; life insurance and other risk mitigation products for individuals and businesses (e.g.
crop insurance, private healdnd mortgagereman underdevelopedhe sector remains
constrained by historical practices such as setting actuarially unsound peaatiiotim deters

new and innovative product development.

Remaining Work Prior to the global financial crisis, the financial sectors rendasneall and
unsophisticated ansankdominatedn the remaining E&E countries, but were performingir

most important functiaifinancial intermediation. The trends were moving steadily in the right

direction in the context of strong economic growth and rising prosp8iitge the global

financial crisis, this has all changed, as vulnerabilities were unmasked and most of thiese pos
financial trends have gone sharply intorevefse.e r egi ondés trade | inkage
ties with the Eurozone, previously beneficial, helped push most of the countries into recession in
2009. Concerns about financsdctorstability havegr own. Cr edit has evapor
banks were consumed by problem loans granted during theigieboom and are now risk

aver se. I n the context of O6deleveragingé of b
financial sectors actuallgontracted across the region. Pogsis trading activity and new

offerings of equity and debt instruments have declined to such low levels that the viability of the
stock exchanges in the smaller countries of the region is threatened.

Until financial setor stabilityreturns to the region it will be hard Bxpand access to finance,
and promote greater product sophistication essential for more robust economic growth and job
creation.The following finartial sector areas require extensive assistance
e Dewloping transparent, predictable methods based on international standards/best
practices to deal with systemic financial instability;
e Strengthening the ability of regulatory officials to respond to or to mitigate the effects of
a financial crisis to incldeimprovingthe process of bank resolutitmdeal with
problem/failing banks on a cesffective basis;
e Improving legal procedures regarding foreclosure and liquidation of collateral and
helpng banks deal vih the overhang of bad debt;
e Strengtheningisk management procedures;
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e Promoing the development of innovative financial products and services tailored to the
needs of SMEs and those enterprises operating in the rural aredsasigg, factoring
mobile banking, to achieve greater and moreuisigke financial intermediation

e Promoting the integration/consolidation of small stock exchanges to gain scale

e advancing the adoption of international best practices and standards with respect to
financial sector development in support of EU accession.

PRIVATE ENTERPRISE DEV ELOPMENT
Context

When the Sovietynion collapsedneither the governmenbr the productive sector of these
countrieshad any real experience with private enterpbaged on supply and demand,
profitability, prices, quality andompetition Instead, product output according to the Fear
Plan was an objectiyand meeting those targets the key achievement me&susaAID and
other donors had to start from scratclslhfting the mindsets of government, company
managers, and ¢hpopulation away from dependence on the collective state and toward the risks
and rewards of profibriented private enterprise. This massive econoegmnhad long labored
under a systeraf skewed incentives completely contrary to a market econdsg
consequence, communidmd spawned networks of privilege and vested interesgtovernment
and industrya hugely inefficient and necompetitive industrial sector witho understandingf
how a market economy workandpockets of vested interests tlaatively resisted reform.

Objective

The overarchingbjectiveo f USAI D6s private enterhpelpi se devel
rapidly grow a business sector that would reduce increasgmgploymentesulting from

privatization andlisintegration of inteatedstateownedenterprise. The popul ati onds
droppedcommensurate with the sharp drop in GDP. The strategy was alscefgédin the

belief that with greater economic freeddime political trends that led to the collapsetaf

communist systernould notbe reverseddelping to jump start growth in private sector activity

would result ingood jobs, promote economic prosperity and reduce growing poverty in the

region, thusstifling any desiref the population and politicians slip back into te pastnd

return to the supposed Gravmpetonaricdstabiityasnd hggi Co mm
inflation throughout the region were viewed as serious threats to the nascent democracies.
Consequently, the approach to reform was urgent, aggressivdoaardirected. Later, when
political ri sk receded . drpirvoegnroa nasn db eecnaonhea sn ozreed
local implementation.

USAID sought two major intermediate outcom@se focused omssistinggovernmergto put
in place the commeial law to legalize private sector activity and, once in planprove the
business environment primarily Byreamlinng the commerciategulatory environment. The
other focused osupportingenterprises to delivegoods and services efficientigiventhe huge

“LEven in the former Yugoslavia, the major SO&Eanipulated theiexport prices simply to generate sales volume
so that they coultheetstate mandated foreign exchange revenue targetspwitiegard to profitability As a result,
export prices could be considerably lower than domestic market prices for the same gwlobogtthe same
company.
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numbers of enterprises in an economy, the challenge for USAID and the donor community was
to reach the largest numbers irfs in a cost effective manner.

Approaches

USAI D6bs approach rested on the prkesplaceatthe t hat
level of the productive enterprisk theory, improving productivity and competitiveness of

individual firms was the focus of assistance programs, spanning a wide range of needs, both
external and internal to the firm itself. As USAID igad greater understanding of the huge gaps

and needs in the enterprise sectors in the region, (as well as differences between geographic sub
regions) it incorporated the lessons learned and set new pridfiigle. the approaches to

private enterprise delopment evived over the two decades, thaly/focused orassising both

existing and new private enterprisssd industries to bettenderstand the commercial market

and its demands, arnd gain the capacity to delivercampetitive supply in responde.rough
chronol ogi cal order , USAI D6s approach to ente
principal themes over the two decades:

e Firm-level capacitybuilding. In the early years, ER programs sought to make large
numbers of firms capable of operating in the competitive market through-bani@or
intensive incompany consulting and the establishment of USAID prajattusiness
assistance centefBhis approach was in responsdtie need to introduce business
practices broadly, without a need to differentiate by industry type.

e Business development servi€B®S) Partly in reaction to the expense of such intensive
firm-level assistance, and in pursuit of sustainable resultsdahd projects sought to
build networks of domestic service providers that would provide needed advisory and
other services to a group of enterpridaghis way, USAID assistance could help a larger
number of private enterprises, keeping up with ticegiase in business activity as the
market economy took roatost sharing of services was introduced, with enterprises
covering costs such as accommodatidmugh these networks were principally reliant
on USAID funding, they reached many more firms aad &n impact on increasing
business acumen and business expertise.

e Business environment reforin.parallel with activities directly supporting better
business practices, the realization that the private sector was also hindered by the
persistence of numeus bureaucratic obstacles to entrepreneurship, (for example, time
consuming and expensive registration and licensing procedures), led to a new focus on
the microeconomic foundations of growithe creatioro f t he Wor | d -Bank/ I F
countryDoing Busiressratingsboth popularized theritical idea that successful private
sector development required reforming theibass environment and providi
correct incentives for entrepreneurship and competifibr.Doing Business reports also
provided a helpfl framework of metrics to highlight individual country weaknesses and
then measure progressraform. In allowing countries to compare their performance
against their neighbors and other countries, they also provided incentives for countries to
competed do betterWith the rise of demand for assisting on Doing Business issues,
USAID revised the methodology to track the World Bank framework while targeting
reforms beyond the narrow indicator sets used tfdrat being said, these are just
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indicators focaised on ten discrete factors, and do not tell the whole story about the
business environment. It is important to take other factors into account as well.

e Cluster competitivenesAt the same time as USAID was adapting its programs to take
account of evolving needs in the E&E region, the cluster approach to country
competitiveness emerged from academia as an organized model of describing successful
enterprises and the relationshijptween business and government to foster economic
growth.USAID staff incorporated these competitiveness principles into many of its
projects, as the business sector in the transitioning countries began to advance. By this
time, there was both a sufficiemass of private firms to work with as well as a much
greater understanding of the countriesd co
developing a cluster of firms to meet the needs of the market for goods or services
resonatedvith USAID and local bisiness counterparts. USAID teams realized by
narrowing the sectom@ssisedto those with a comparative advantage in a country, based
upon a number of attributegssistance gainegteater potential to have impact on income
and employment growth.

e Value chain developmeriEnterprise development project design took a further step,
driven both by the need to find casffective ways of working and by the explosion in
private enterprisactivity. Based upon work originating in the agricultural sectojguts
in the region, USAID found that selected sectors could be best assisted by analyzing the
activitiesalong the value chaiy using the value chain framework as a way to deliver
assistance, USAID could facilitate linkages between establigiogllices and
processors, as well as support the development of new complementary lessiloegs
the value chain.

e Trade facilitation.With one foot in business environment reform and the other in firm
level competitiveness, the goal of these programs was toe&yaivate sector
development by focusing @ssisting countries with WTO accession requirements and
helping firms to meet international safety and product standards necessary to export.

From the beginning, all of these approaches had attributes in agramebthe evolution of

USAI D6s focus was mo r-eenefit amalgstsancimcreasdd sdplastication n g ,
of the E&E enterprise sector. Three major trends in emphasis were evident: the first was a move
from what might beentermedafirebai l evehtef the
to groups of firms. Firmevel consulting gave ay to facilitative approachésaining BDS

providers, fostering cluster development or value chain linkages, stimulating policy reform, and
supportng trade certifications. The second trend was toward local implementation and
sustainability. The staff makeup of enterprise development projects changed radically, from early
ones with 20 or more resident expatriate consultants to only one or two ieskiydhip

positions; even there, transition to local leadership halfway through the project became common.
A third trend was moving from donairiven interventions to ones driven by local businesses that
focused on market demand. We review these six thergproaches below in more detail.

Firm-level Capacity Building

Enterprise developmemt Russia, Moldova and Ukraiweas initially driven by thelesireto
build the entrepreneurial foundation of a working market economy and consolidate the
democratic rewglution. It seemed that assistance programs should digetdiess constraing
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the firm level, delivering consulting services to help firms develop viable business strategies,
improve productivity, manage finances, and market and sell. USAID projectddal and
promoted themsel ves as *dnbaganizedtiwis expatsiadmsi tsams n ¢ e
to cover broad portfolios of compani€enters were built in eight cities in Russia and four in
Ukraine and Moldova according to this modeéwly privatized as well as newly founded
businesseseeded capacity building in market economylsiksiuch as cost accounting, strategic
planning, product promotion, sales skills, and customer service.

These projects sought to stimulate the emergenceiabe SME sector. Their point of
departure was on the supply Sigdat firms were already caple of producingpased on

natural comparative advantage and industrial experience; that seemed the quickest route to
successWith virtually no business skillsnaong the local population, the needs were great
everywherelUSAID projects provided consulting acrassnyindusties the focus was broad
rather than deepdoreover, until local staff could be trained, most of the ceraeted
sustainabilityasexpatride advisordradprovided heavy technical assistance without requiring
co-payments.

They provided direct assistance to beneficiary companies, worked little through local partners,
and often assisted commercial business, e.g., a U.S. expatriate advikbareange a

successful but oreff export deal between a company and a U.S. buyer. In most cases, at project
end, the business assistance center falidedo the inability to sustain the infrastructure costs
Thecenterghatachievedsustainabilitydid so largely in cases where thejects had large local

staffs intensely trained in business skills. After project end, semiersyvere thus able to

establish consultancies that marketed to local firms or facilitated foreign financial and strategic
investnent.

Following the efforts in Russia and Ukraine, similar versions sprung up throughout the region.
Other U.S. government agencies, such as the Small Business Administration and the Department
of Commerce, provided technical assistance and fundingablissit centers to serve businesses

in Hungary, Slovakia, and other Central European coun€@samerce made a particular effort

to link U.S. businesses to-these centers, for example through its WasthageahBIZNIS

office, partnering with USAID projestin the regionSubsequently, USAID economic growth

projects from Eastern Europe through Central Asia incorporated a business center type approach
to delivering firm level assistancEEh e cont r i but i -evel caphcithuidig D6 s f i
prgects shou not be understatethey supported a number of companies that ultimately

prospered and became important emplogesindustry leadergirm-level assistance

demonstrated effectiveness and brought stakeholders on board for procedures and policies to
build company competitiveneddowever, given the numbers of unemployed and the economic
downturn that followed the collapse, USAID sought to do more.

Business Development Services

“The FREEDOM Sungopages the Fasitlentfio establish American Business Centers in the
independent states. fii see excerpt on Page 2
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Due to expense and lack of sustainabiityirm-level assistancdy the second half of the
1990sestablishingibusi ness devel opment s e rryanaltersatve ( BDS)
approachBy this time, through participation in trainimg-country or by studying abroad

through the many exchange programs offered, a sufficient number of people existed with nascent
skills useful in the business world to form the basis of BDS providers. The approach relied on
delivery of similar services am business centers, but on a more commercial basis to generate
income for sustainability by selecting clients based on their willingness tevhaywould

therefore value the services and incorporate them into their businesses. The best examples are
projeds in Croatia, Bosnia, Macedonia, and Kosovo in which USAID consubaiitscapacity

in local consulting firmswhich could continue to provide services needed to build competitive

firms after assistanceendédd vi sor s moved i ntsdodévelopaadmesof he t r e
local service providers. A common project goal was to stimulate thegenuar of a viable BDS

industry.

BDS projects initially f oulbsenceioflarge dohor sulesidiest t o
especially since the previs firm-level assistance projects had provided services forTee

overcome the confusion on the part of new busineB$2S,projectsvorked to match businesses

with need of servicesith service providers tfind paying customer®’ In the postconflict

example of Bosnia and Kosovo, USAID designed parallel BDS and business finance projects as

part of the reconstruction assistance. The BDS projects assisted enterprises not only to prepare
bankable documents talify for loans from the business financeject but also t@rovide

ongoing technical assistance to improve borro
employment growth.)

A closely associated theme in USAID assistancelwagmess membership organization (BMO)
strengtheningHistorically, E&E countries haghambers of

commerce bumostlythey werequasigovernmental in nature. Business Services
They often carried out regulatory type services mandated by Advanced by USAID
governmentsUSAID projectsturned instead to strengthening tt F’roleCtS
emergingndustrylevel BMOsthat actually represented the * Accounting

e Marketingincluding market
research, branding, sales agen
e Business strategy and

interests of new private ownefthese bambers and industry
associations then looked to business service provision as a n

to viability by charging fees for services to their members financial planning

USAID programs also provided assistario educational e International trade standards
institutions to increase their capacity to teach business and certifications
management skills. Since many institutidrsl support from * Access to finance

e Production operations and
technology

e Quality management

¢ Information technology

e Transport anddgistics

education budgets, they could provide affordable services to
local businesses.

Business Enabling Environment (BEE) Refar

The goal oBEE reform is to enable businesses, and those

supportingthem (especially financial institutiong, operate within aeliable and effectiveset of
rules and regulations that facilitate (and not interfere with) business activity. Under n@mnu
privatebusinessctivity was considered illegahnd rules existed to constrain or limit those

“*Tanburn, J. 2008. The 2008 Reader on Private Sector Development from the ILGdA&va, Switzerland:
International Labour Organization.
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activities. To overhaul this legal framework, USAID designed a series of projecta feithis on
improving the commercialegal and regulatory environemt. Enterprises could not advance
unlesdegacies of red tape and repression of free enterprise left from the prior reggme
eliminated

USAI D6s ef f or t s given a liBgb&ost fokoiingrthmintmauctien of téorld

BankIFC fiEase oDoingBu s i ne s s 0 i n &The adicatarssfirstifocusedi Or0 4 .

regubtory obstacles to market erittgter knowna s fA st ar t itmglensonstatedthah e s s 0
economies with more streamlined regulations grew fafibeing Businessreports providd a

scorecard ranking countries, creatomnpetition among reforsrminded countriesThis ledto a

more recepti ve cchnicahassistande activitidd@vaverDUSAID soen

recognized that it was necessary to work more broadly than justonthen i ndi cat or s i
Businesso in order to achieve robust reform.

USAID developed tools to analyze the institutional foundations of commercial legal frameworks
through the Commercial Legal and Institutional Reform (CLIR) Projgsing thefi Do i n g

B u s i nirgisasosas a foundation, but going beyond thés$AID developedhe BizCLIR

serie$*o identify and treat legal, regulatory, and institutional obstacles to competitiveness. In

practice, business environment improvement projects focused ambii@g permits and

inspections. They polled businesses as to their problems with the regulatory environment,

Ai nventoriedo regulations across ministries a
Aguill otined tactics t o skapeuhelpeeover 80ccountrepte . Bi z
improve theirbusiness enabling environmegtsmplemerit ng USAI D6s ongoing ef
promote enterprise development more directly

USAI D6s CLIR phejbasiorgahnhi pédltt ficore | awso
Property rightsreal property, personal property and collateral, and intellectual property;
Contract rightscontracts, international trade, and foreign investment;

Business rightscompany law, bankruptcy, and competition policy; and

Access to justicecourt administration and commercial disprgsolution.

PwpNPR

This aided countries to understand and reform their legal systgrarticular, improvements to
lawsrelated to corpany formation and registratidrave eased market entry and helped expand

the number of SMEs in the E&E economies. Legal reform drivdd®4ID projects in the early
yearscatalyzed effectivpublic-private dialoguenechanismg~or exampleforeign investment
councilshecame formally mgistered organizations advocating for improved laws and critiquing

those that were in place through the annual-a bhin u a | publication of AWhi

Both ad hoc and lontasting publieprivate dialogies have had positive effects on streamlining
regdation flowing from the commercial legairacture. Some countries in E&EBeorgia,
Estonia, and Maalonia are good exampieroved aggressively to reduce the number of
procedures, cost, and time that it takes to start a business, to register propet&ynto ob

a4 Djankov, S. et al. 2002. The Regulation of En@uarterly Journal of Economids.7.1 (2002): 437.0xford:
Oxford University Press.
“5Business Climate LegahdInstitutional ReformSeewww.bizclir.com
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construction permits and to pay taxes. Projects that have helped elevatgpuate dialogie
in awareness, and publicized the cost of obstructive regulations, have had more success.

Legal and regulatory reform projects also engaged with cigiesporganizations in the process

of generating pressure for reform and for public review of new draft legislation. Enterprise
development projects increasingly emphasized the-cugsisg issues of gender, inclusion, and
environmental sustainability. Ese themes stimulated work with civil sociégsed NGOs,

working groups, and dialogme c hani sms supporting womends eco
economic inclusion of persons with disabilities and those facing discrimination due to ethnicity

and environmental ptection. Civil society was also the target of a wide variety of public
education activities in many private sector d
citizens in the formerly command economies.

It needs to be recognized, however, that syngplanging laws and regulations does not
automatically guarantee a change in actual practice. Implementation and enforcement of these
laws remains a work in progress. Therefore, rankings can be misleading because they only
measure the enactment of laws it enforcement of laws.

USAID also supportednits in government that promote enterprise developarehhelped

these organizations change their perspective from one of controlling business to one of business
promotion For example, Ukraine establishtb@ State Committee for Enterprise Development,
which led the regulatory reform effort on behalf of government. Bulgaria created an Office for
the Promotion of Small and Medium Enterprises, and Montenegro established a similar agency.
In other countrieghe functions of promoting enterprise development have fallen under the
ministry of trade and industry or the ministry of finance. In some ctseforeign investment
promotionagencyMacedonia is a good examplecame an effective champion within

govermment for legal and regulatory reform to facilitate inward investment. While USAID often
provided technical assistance for capacity development, and sometimes limited financial support
(for example, for ICT to help enablegevernment initiatives), the suegs of these governmental
units has been uneven, depending upon the political environment and the capabilities and
influence of their ministers or directors.

Cluster Competitiveness

By the late 1990s; USAlBechnical stafbegan to view enterprise devetognt more

holistically. The nextwave of USAID projects promoted the cluster madparadigm

popularized by Michael Port&r This coincided with the growth of large numbers of private
businessessavell as more sophisticated knowledge of the strengthsvaaitnesses of the local

and regional market3he idea was that businesses operate in highly interdependent geographic
agglomerations, so that enterprise development must have a point of view greater than the
individual firm. Asai@ttammle) mow efiiwhi o loens dilred a( ¢

USAID projectsin the Balkandecame facilitators of networking among companies around a
product or service category, generally ovith potential for value adde&or example, USAID
might bring togetherrgerprises in the same sector and thereby increasextioeiss to trained

46 Porter, M.E. 1990The Competitive Advantage of Natiorisew York, NY: Free Press.
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people, through job fairs and cooperation with facilities in universdies techological factors
of productiort’ by linking them with design centers or engineering institiesough business
to-business events, USAID projects connedbedl supplies with larger companies linked
global marketsresulting in local content replacing impoi®uster competitiveness projeetiso
enabled SMEs t@in together in investments atiterefore reap benefits of scale previously
available only tdarger firms. For example, hgining together to sponsor representatb@n
international trade show, a group of SMEs could present a wider product range tahayers
single enterprise mght have doneJoint action in operational areas, such asistpgroduction
technologies and input purchasiadso saved costs.

Meanwhile,USAID projects continued to provide capacity building in busirmesiproduction
managementnarketing, acces® finance and quality assurance, often leveraging local skills
developed in BDS and business association strengthening projects. Clustering encouraged the
emergence of local constituencies for joint lobbying of government for improvements in the
policy ard regulatory environment. For example, a furniture cluster, whose prirbpestioe

was export expansionould lobby government for
changes ifaws regarding timber harvestiagd
policies to meet the de lesi gn
environmentally consciaiconsumers. Some cluster Projects that develop a local constituenc

initiatives also encouraged business incubation cen [of réform achieve lasting resuls. A gooc
. example wasn Bulgaria, where the USAID
and special export zones.

project acted as a secretariat for the IT
industry to promote a national strategy for

Local Capacity Development for
Competitiveness

By the time these projects were extended to include
the Caucasus and Central Asla fardor for clustering
hadcooledasit became clear thauch approaches dic
not address afibstacles to competitiveness. For

development of the sector, and connect
international IT companies and loca
software development firms. Notably, the
project facilitated a loster that had already
been formed by the private sector itself. In

example, efforts to lauhcndustriesle novowvere
often not successfuhowever, if some domestic cluster was adopted by the government o
product or service firms were already forming and = Bulgaria. Assessment of the Bulgari
needed strengthening, USAID assistance had a big Enterprise Growth and Investment Prc
impactThese fisecond gener a (EGIR)Silcox et al., USBI February 2005)
more on existing enterprises and industries,

identifying the critical constraints at the firm, industry, and policy with the objective of removing
them to improve overall growth.

the end, the strategy developed by the

ocused

Value Chain or Sector Development

In successful market economies, products pass through several activities in a chain from their
raw state to become a processed prodirtier communism, stat®vned enterprises were
themselves vertically and horizontally integratexd, as a result, most the processing or
value-addingactivities were done by single enterprisén some E&E countries, there were gaps
in the value chains left by the failure of these enterprises; in others, critical parts of the chain
never existed because of the obstdaseof the industryor partsof the value chain were in
geographic areas no longer easily link&tter the collapse of central planning, the countries in
the E&E region ere often only able to expadw materials as they had lost much of their

47 Solvell, O.,G. Lindqgvist, and C. Ketels. 2003. The Cluster Initiative Greenbook. Stockholm: Swedish Agency for
InnovationSystems.
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procesgng capacityConsequently, E&E domestic enterprises were not gaining any benefit from
profits that could be made by processing those prodDais.example might be Bosnian beech
wood which when exported to Italy was made into qudlityiture, sold at lgh price$ Bosnian
enterprises di not have the designs, craftsmer distribution channels to produce and sell
furniture that would compete with the Italian makes, until USAID assisted in making these
linkages.

The value chain model helped identify aadtress obstacles to competitiveness. The model
encompassed both vertical business relationships as well asuattisg services, so it

incorporaté cluster and BDS conceptghich USAID had already introduce@he model

highlighted the role of accessftnance, workforce development, and the busiflegsl and

regulatory operating environment, both within the country and in the global ecoGamsier

and value chains projects both focused on specific industries and/or dactorse cases

USAID directed implementation to pselected sectomshile in other cases, projects were

required to analyze and select value chains duhiemitial monthsof assistanceBased on sub

sector analyses, value chains that had theprespects for growtmthatc ount r yés econol
were selectédhe impact of those sectors on overall economic health was paramount

Typically, progranobjectivesvere improvements to metrics such as revenue, employment
growth,exports and finance. Theselue chain®ften included ratal products, wood,

construction and building materials, processed foods, apparel and leather products, and tourism.
In subregions, such as the Balkans, due to the fact that comparative advantage in a particular
sector went across country borders, USARZn supported the same sector in several countries.
This has facilitated regional integration and is a pathway for greater competitiverasssvis

other integrated marketin addition, USAID sometimes supported nontraditional sectors such as
Information and Communication TechnolodZ{), which providegrosscutting services to all
economic sectors

The value chain approaattegrated a number of assistance approddhussness environment,

business services, and competitiventss previously had been independent, fmmdised on

enabling firms to reach their sophisticated end mark&shighest poinas shown in the

graphicabovePr act i ti oners saw fAmar ket facilitationo
value chain model. Market facilitation meant that USAID projects would not occupy a link in the

value chainas it did when directly funding business centers. &tstprojects assisted firms to

grow through buildingheir capacity to serve markstore effectively. This furthered the

progressive trend toward assistance to generate sustanhalesticallyled impact that had

started in enterprise development.
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Cluster and value chain projects have had much in common, and USAID missions in the E&E
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region have embraced them. Since starting in Croatia and Bulgaria in 1998, 14 missions have

launched economic growthiggects based entirely or partly on these approaches. Six countries

have

fsecond

compl et ed

Af i r s tbasgd), are hawvd subsaguentlp lauachesic t s

initiativesfrom 1998 to presergxceeds 300 million.

Table 1. Cluster and Value Chain Competitiveness Projects

Country First Generation Second
Launch Generation
Launch

Bulgaria 1998 Graduated
Croatia 1998 Graduated
Macedonia 2002 2007
Serbia 2002 2007
Albania 2003 2009
Bosnia & Herzegovina 2004 2009
Georgia 2010"
Kosovo 2003 2008
Romania 2003 Graduated
Moldova 2004 2010
Armenia 2004 2011
Azerbaijan 2008 2010

Trade Facilitation

While trade was important, few companies had products or services that could compete in global

gener at i o-basedff Actal and anscipdtefindingifer thesh a i n

markets. Other than in energy products, trade relationbkipgeerthe countries that emerged

from the SovieBloc hadmostly collapsed, since under a commaocohemy they were based on

48Nathanson, N. 2011. An Overview of Competitiveness Projects in the E&E Region. Washington, DC: USAID
Pr oij®cmagr d aasamc threat @ Iny 2d0drsi dered a
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supply and distribution, not on supply and demdamede facilitation encouraged enterprise
development projects to become competitive. Trade can only take place when: 1) a trade policy
and customs environment exists; 2) entegzrisroduce competitive goods or services; 3)

linkages are established between local producers and buyers; and 4) viable and cost effective
transport facilities are available. The last three of these conditions are goals of enterprise
development projects.

As private enterprises became more competitive, focus on international trade gained prominence.
This approach coincided with the emergence of
if firms were incapable of competing globally, their economiesld not prosper. Large

corporations in advanced economies expanded outsourcing of production and services to lower
cost foreign operations, enabled by advances in ICT that supported supply chain neatagem

across regional operations.

US Al DO s rategy wab evgmoriged. First, thelielped countries accede to the WTO, which
involved policy and legal reforms complementary to business enadiivigonment projects
promoting competitivenesSecond, tade facilitatioractivitiestargeted industryandfirm-level
prerequisitesncluding: obtaining certifications to expoptroductsto the United States, the EU,
and OECD countriesidoptingproduct health and safety standards, such as HACCP, and
consumeddriven standards such as Fair Trade and ebfgustody certification, as well as non
mandatory quality management system certificatidd@AID-sponsoredrade fair participation
and industryspecific study tours helped busingsople become acquainted with modern
production and marketing techniques, &mdhake linkages with foreign businesses.

An exemplary projecivas the TRADE Network in Southeastern Europe, which stimulated trade
among Croatia, Hungary, Bulgaria, and Romania by developingregranal trade linkages and
helping businesses obtainrtiication. The need for standards and certifications in international
trade are now an important element in assistance. These conditions were achieved fairly rapidly
in Central Europe, but in the FSU, they remain a work in progress. In helping coprépase

for accession to EU and WT@ndto advance transport logistics and customs reform, trade
facilitation projects opened up economies so that firms could export more easily to each other
and to Western markets.

Successes, Disappointments, and RemgiWork

Successedt is no exaggeration to say that millions of people have benefitted from the transition

to private sector economies in the E&E Regibmousands of individual enterprises gained

valuable knowledge from the assistance and servicesctppod by USAI D6s enterpr
development programs, and today many of them operate successful, profitabteafiing

enterprises in every country of the region.

Many institutionghat USAID had supported continuedffectively market their services to
local business, foreign investor@nd local governmerisee Appendix5 on Legacy Institutions).
These includdusiness associations, business service centers, business consulting firms, trade

*0 United States Agency for International Development. 2003. Building Trade Capacity in the Developing World.
Washington, DC: USAID
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and industry associations, think tanks, and product safety ahty gt@ndards certification

bodies. Oftenthe transition to financial independence was achieved only by moving upmarket to
provide services to businesses that could afford to pay, frustrating some objectives of USAID
and other donor® focus orservingsmall and micro enterprise& USAID review of enterprise
development concluded that firm size should not in itself be a key factor in project design; in
other wordspothlarge companies and SMEs should be candidates for sup@tter private

sector infitutions catalyzed by USAID projects have survived by gaining a critical mass of dues
paying members, without having to market consulting services.

Thisis true of the foreign investa@ouncils, cluster organizations, business improvement
districts, conpetitiveness councils, and pubfcivate dialog advocating for better policy and
business enabling environment reform.

An example of a mukcountry private institutional initiative supported by the USAID E&E
Bureauds Regional QRGHT ie the Ceritev for EEmtrepseneurshiparida t i v e
Executive DevelopmerfCEEDY>. CEED provides executive training, promotes networking

with investors, and facilitates entry into new markets through branches in several countries and
regular multicountryconfererces.

Success n USAI D6s investment in private sector de
dimensions: technical approach, business results, and sustainability.

Technical Approach: USAI D6s assistance approach evol
expatriatedominated consulting, and ended up as a facilitative, systemic model

implemented through local partners developing their own strategies. This success has

been applied in enterprise development projects throughout the developing world.

BusinessResults The countries of E&E are now all sizeable exporters, most with

dramatic advances in their export/GDP ratios between the &8s and now’ This is a

broad measure of substantial improvement in the business results of individual firms.
Since econmies are now significantly larger; this translates into greater export incomes,
external demandhnd increased imports. This benefits not only themsghgexporters

in the United Stas and other donor countrid&rtually all enterprise development

projects have tracked business results of beneficiaries, which have shown large returns on
the USAID investment

Sustainability: Private sector development assistance lasts beyond the support project in
two ways: 1) longasting business relationships aedults brought by improved
competitiveness and business connections, and 2) the creation of capabilities in people

°1 Snodgrass, D.R., and Packard Winkler, J. 2004. Entei@ridath Initiatives: Strategic Directions and Options.
Bethesda, Maryland: Development Alternatives International

2\www.rciproject.com

3 \www.ceedglobal.org

*¥ The only countries in the region whose ratios did not rise over the period were the RussiatidfedVioldova,
Belarus, and Romania, probably reflecting the extendptedsion of their GDPs duririge early 1990s, which
caused the share of exports in the base period to be artificially high.
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and institutions to carry out policies, strategies, and activities. The number of private
sector development supporting institutions whageacities have been improved or have
been createde novdbusiness associations, cluster organizations, training providers,
development agencies, chambers, business improvement districts, investiiscou
competitiveness councileas been manifold. This a remarkable USAID legacy.

DisappointmentsBusiness professnals throughout the region hawten been constrained by
mixed political will and vested interests (both in the bureauaadyamong the economic elite),
andthedrive toward enterprise delopmentreformhasbeen more widespread and ambitious
some countries than othe@ountries that have acceded to the EU have shown considerable
progress but now experience inerfdthoughGDP growth was strong in most countriesm

1998 to 2008the private sector failed to create enough new jobs. In these countries,
unemployment remains high (often above 30%), characterized by massiterongnd youth
unemployment. The gray economy is still pervasive, which paradoxically is a stabilizing factor
in keeping up living standards.

Many E&E countriesremain well dowrthe list in the rankings of theliusiness enabling
environment, competitiveness, economic freedom, and corrufti@radically reformed legal
environmenstill needs time to be fullimplementedA good example is bankruptcy law, which
USAID BEE projects helped develop and addptpractice, the number of cases of successful
use of bankruptcy law has been minindhle to lack of dedicated commercial courts, a relatively
small number bbankruptcy judges, and a limited number of professional advisors to assist
companies navigate the process

The same can be said for laws to facilitate private sector development as well as a range of
policies supporting publiprivate collaboration. Vtually all E&E countries have adopted a

range of policies, strategies, and action plans for export promotion, SME development,
innovation, investment promotion, access to finance, and development of industry sébtars

on their own initiative or thragh donoffunded projects These documents ar e
then sit on shelves, unimplemented§AID provided assistande move the implementation of

these policies tthe level of the budgébut constrained resources afitferent political

prioritiesmean the institutions responsible for their implementation are unable to move forward.

Work RemaininglUSAID continued support for private sector development and industrial and
employment growth remains a priority in those countries not yet ready to placeincentive
structures for enterprise growths is normal, change has benefitted urban centers more than
rural regions and private enterprise development activities should focus on less developed areas
to achieve more balanced growthh.addition tosupport to central and local governments for
economic development, partial donor support to build the capacity of business advocacy groups
to continue to promote the interests of the business community is also négetilletie

economies of countries indlwestern Balkans and Eurasia are fully capable of providing such
support from their own budgets, some degree of donor assistance regaasary andstified

to the extent that the development of these economies is in the national interest of tthe Unite
States and other donor countries. This assistance should be based on a close partnership with
countries and be primarily implemented by local organizations.
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